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CHAPTER 1 
OBJECTIVES OF THE TAX SYSTEM 


Many an informal debate about taxation is brought to an end when someone 
says, "Well, they have to get the money somewhere." It is implied that the 
essence of taxation is collecting money; that governments have no alternative 
but to collect money; and that when all is said and done the man on the street 
is always going to have to surrender to the government a painfully large share 
of his hard-earned money—one way or another. Unfortunately, the element of 
truth in these propositions can obscure the important issues. In focusing 
attention solely on money the shadow is mistaken for the substance. In 
recognizing the inevitability of some taxes, the other avenues open to govern- 
ment of relying more or less heavily on the creation of money or borrowing, 
are frequently ignored. Furthermore, in suggesting that the allocation of 
taxes is arbitrary, the opportunities inherent in the fiscal system for 


redistributing purchasing power among people to achieve a social purpose 


eo 


are overlooked; and in concentrating on the effect of taxation on individuals 
the profound implications of the tax system for the economy and for society 
tend to be neglected. Just what is involved in taxation can best be seen 


by looking at the alternatives available to the government. 


The very existence of a nation requires that its citizens, through their 
Svernent. be able to defend themselves against aggressors, maintain law and 
order, and provide minimal public services. This requires that the government 
command some goods and services. Beyond this basic minimum, public facilities 
and services mst be made available and public programmes instituted to transfer 
purchasing power from some individuals and groups in the community to others, 
in order to create an environment in which economic activity can expand rapidly 
and in which the generally accepted social and cultural needs of the people 
can be met. The government can satisfy these collective needs only if it 


commands the use of goods and the services of men. 


In addition to obtaining command over goods and services for these purposes, 


the government mist be able to influence the level of private command over goods 


and services so that it may be able to offset fluctuations in employment 

and prices, and to ensure that the total output of goods and services expands 
as rapidly as possible, given the choices of its citizens between present 

and future consumption, and between work and leisure. To meet this objective 
the government must be able to increase or reduce the private command over 
goods and services from time to time so that, together with the public command, 


all resources are fully utilized. 
ALTERNATIVES OPEN TO GOVERNMENT 


There are several methods by which the government can obtain command over 


resources. 
Commandeering Resources 


The government can commandeer resources from private individuals and put 
them to its own use. While this method may have its place in times of national 
emergency, under normal conditions it is either hopelessly inefficient if it 
is done fairly, or much more likely, it has completely capricious results. Ie 
places the whole cost of government's services on those who are unlucky 
enough to be within easy reach. Moreover, while the commandeering of resources 
removes goods and services from private use, it does not reduce private demand 
for them, Unless the money supply is also reduced, or individuals voluntarily 
reduce their demand for goods and services, bidding among individuals for the 
remaining goods and services available is likely to cause prices to rise. Price 
inflation will then determine whose real income is reduced because the govern- 


ment commandeered resources. 
Creating Money 


The government can simply create money and use this money to outbid private 
citizens for the resources it needs. As we shall show later, the creation of 
money has an important role to play in the achievement of economic objectives 
but if practised when all resources are productively employed, increasing the 
money supply more rapidly than national output expands can bring about a rapid 


increase in the general level of prices. This may adversely affect the stability 


y) 
and growth of the economy; it will certainly reduce the command over resources 
of those on fixed incomes, The weakest, in effect, are forced by inflation to 
bear the burden of giving up goods and services to the government. It is 
contrary to the beliefs and standards of our society that this group should 


bear a disproportionate share of the burden. 
Borrowing 


The government can borrow from the general public the funds necessary to 
finance its expenditures. Although the power to borrow money, like the power 
to create money, is a necessary and an important part of the power of government, 
it is completely inadequate as the sole source of government finance. [ven if 
government expenditures grew no more rapidly than national output, the public 
debt would grow more rapidly, because the debt would grow not only by the amount 
of current government spending but by the amount necessary ne meet ever-increasing 
interest charges. Bond prices would be forced down and those who were unfortunate 
enough to hold bonds would have their command over resources reduced, again in 
a capricious manner, With a persistent decline in bond prices, the government 
would eventually have to compel individuals to buy government bonds. Citizens 


would, in effect, be taxed in any event. 


In addition, ever higher interest rates would tend to deter private investment. 
Unless the government used the proceeds of its borrowings to increase public 
investment, and the increased public investment were more productive than the 
forgone private investment, the rate of economic growth would be reduced, and 
in either event there would be an increase in the relative size of the public 


sector. 


This total reliance on debt financing, even with no increases in the supply 
of money, could also create inflationary pressures with all their attendant 
problems, unless private spending were reduced by an amount equal to the increase 


in government borrowing. 
Taxation 


Taxation compulsory payments to the government jis another means of 


effecting the transfer of resources from private to public hands. Because taxes 


may be shifted through price changes from those on whom they are imposed to 
those with whom the taxpayer deals, taxes may have a substantial element of 
capriciousness; but at least taxes can reflect an equitable intention. Tax- 
ation can certainly disrupt the economy, by inducing resources to flow to 
those areas where their owners will bear less tax; but with broadly based 
taxes this disruption is not likely to $i as serious as that caused by con- 
fiscation, inflation or ever-rising interest rates, Moreover, changes in 
taxes, when combined with appropriate changes in expenditures, generally pro- 
vide the most effective means by which the government can control the private 


command over goods and services, 
The Choice 


This brief review of the alternative methods by which the government can 
obtain command over resources suggests that, if the government had to choose one 
method to the exclusion of all other methods, taxation would be preferable because 
it can be more equitable, can be less disruptive to the economy, and can give the 
government more effective CEN FST over the total demand for goods and services, 
Taxation would be selected not primarily because it gave the government command 
over resources, for there are other means to the same end; it would be selected 
because none of the other methods would allow the government to realize as many 


social and economic objectives as completely, and with as little conflict. 


Actually, governments are seldom, if ever, faced with this choice, They 
do not have to decide whether they will use taxation exclusively or borrowing 
exclusively, to give but two of the alternatives. The real question is the 
determination of the best mixture of methods in the particular olratmatenctle 
Each method will give the required command over resources; the problem is to 
select the combination of methods that would further the achievement of the 
government's economic and social objectives more, or conflict with their 


achievement less, than other combinations, 


Given its basic objectives and knowledge of the economy, there is little 


doubt that most of the time most of the government's command over resources 


should be brought about through taxation. The precise determination of the 
appropriate combination of methods at any point in time will always be a 
difficult decision, but it is an inescapable decision that is made either 
implicitly or explicitly. Because the decision necessarily affects the 
attainment of the government's economic and social objectives, it is preferable 
that decision makers consciously take them into account. In spite of all their 
good will and intelligence, the decision makers may nevertheless fall short of 
their objectives even though they have set out purposefully to achieve them, 
for their Roc. futaes and techniques are still inadequate to the task, However, 
a conscious decision based even on limited information is likely to bring about 


a better result than a decison made without such foundation, 
Taxes Versus User Charges 


While few will doubt that taxation must remain an important part of the 
governmental system, it is often argued that taxes could and would be much lower 
if the government let the private sector of the economy provide more goods and 
services and the government acted like a business by selling services to the 
public and buying with the proceeds the resources necessary to provide them. 

It is useful to consider why some goods and services are provided by government 
and why they danet be sold to the public by the government, Why, for example, 
is defence provided by the government rather than by the market economy? While 


perhaps obvious, the answer to this question illustrates the principle involved. 


The essence of the market-oriented economy is that the price system serves 
as a rationing device to exclude from the enjoyment of a good or service all 
those who cannot is’ will not pay the price. A market in this sense cannot be 
established if the people who do not pay for a good or service can nonetheless 
enjoy its use. In the case of the provision of a defence force, all citizens 
receive protection from it whether or not they contribute to its costs, and so 
there is no point in asking citizens to pay these costs voluntarily. The only 
way people will pay for the provision of a good when it is impossible to 
exclude them from its use is through its public provision and the imposition of 
obligatory payments toward its cost; in other words, the government must levy 


taxes. 
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Defence is, of course, an extreme case; but there are many other goods 
and services that have the characteristic that they bestow benefits on those 
who cannot be made to pay for them in the market. Education, for example, 
bestows a benefit on the student in terms of higher earnings and perhaps greater 
personal satisfaction. Education also bestows a benefit on society because it 
increases the productivity of workers (and hence the rate of growth of national 


output), and improves the social and political environment. In deciding how 


mach education to buy, the student will consider his personal benefit, but he is 
unlikely to take into account the full benefit to society that more education 

would bestow. The individual members of society who benefit from the student's 
education will not pay for these benefits voluntarily. Unless the government 
subsidizes the student, or subsidizes that part of the private sector that provides 
education, or itself provides education below cost, there will be an inadequate 
allocation of resources to education. The government has to finance the provision 
of more education by some means other than the revenues from education. There are 
many other goods and services where this divergence between social and private 


benefit occurs. Libraries and preventive health measures are obvious examples. 


In some cases the problem is not so mich that people will not buy enough of 
a good or service, whether provided publicly or privately, but that levying 
charges on the users would be cumbersome and would reduce the amenity of the good 
or service provided. Navigation aids and public parks are examples. These kinds 


of things are best financed in some way other than by levying charges on the users. 


Still another class of goods and services that cannot be financed by user 
charges may be distinguished. These are the goods and services that confer a 
benefit on the individual user that is greater than the user apparently realizes. 
If these goods are sold on a commercial basis, some individuals will consume less 
of them than the public in general believe to be in the individual's best interest. 
Subsidies or free provision by the government are therefore implemented to induce 
individuals to do the "right" thing. Well-baby clinics and free school milk are 


examples of goods and services which the government cannot finance from sales. 


Publicly provided goods and services are often of greater relative importance 
to those with low incomes than those with larger incomes. To charge the users for 


these things would frustrate an attempt to inerease the flow of goods and services 


‘ 


to those with low income. This can be achieved only when the costs are 


defrayed by the revenues from a progressive tax system. 


Just which goods and services should be provided by the government and 
which by the private sector of the economy, and how much the covernment should 
subsidize particular parts of the private sector, or itself provide the soods 
or services below cost, are matters of the political attitudes and of the 
technical and economic characteristics of the country being considered. It is 
extremely difficult to measure the costs and benefits from many of these 
activities, so that there can be no simple criteria by which to determine what 
should be done. Nevertheless, the point is that user charges cannot replace 
the tax system. “There*-are, of ‘course, foods and services for which itis 
appropriate for government to finance the cost, in whole or in part, through 
user charges. However, we believe these to be limited,. particularly in’the 


case of goods and services provided by the federal government. 
STATEMENT OF OBJECTIVES 


An appraisal of the existing tax system and recommendations for its 
improvement must be predicated on a widely accepted set of goals or objectives 
that the nation is seeking, and on a lmowledge of the potential role that a 


tax system can play in the achievement of these goals. 


We believe that four fundamental objectives on which the Canadian people 


agree are: 


ce To maximize the current and future output of goods and services desired 


by Canadians. 


nd) 


To ensure that this flow of goods and services is distributed equitably 
among individuals or groups. 

or To protect the libert’es and rights of individuals through the preserva- 
tion of representative, responsible government and maintenance of the rule 
of law. 


4, To maintain and strengthen the Canadian federation. 


Our task is nothing less than to try to design a tax system that will assist 
in the fullest possible achievement of all these goals simultaneously. This is 


indeed a difficult undertaking, but it is one that is inherent in our assignment. 


We shall now examine each of these objectives in turn, 


To Maximize the Growth of Output 


Tax rate and structure changes form but one of the policy instruments the 
government has available to assist in the realization of this objective. 
Adjustments in government expenditures (which is the other side of fiscal 
policy), and in debt policy, monetary policy, and foreign trade policy are 
also important. Indeed, the realization of the objective is likely to require 


a co-ordinated and consistent attack using all of the instruments together. 


We believe that the tax system should be used, in conjunction with the 
other instruments, to achieve the following specific goals under this general 


ob jective: 


1. Maintenance of full and continuous utilization of Canadian resources 
through policies designed to maintain an adequate demand for Canadian output. 
aes Maximization of the rate of increase in the productivity of all Canadian 
resources assuming full employment is achieved. This objective has two 
aspects: 
a) The tax system should be neutral in the sense that, with 
explicitly specified exceptions, it should be designed to 
bring about a minimum change in the allocation of resources 
within the private sector of the economy relative to the 
allocation that would take place in the absence of taxes. 
Such neutrality is desirable because, at least in the 
present state of knowledge, the allocation of resources 
in response to free market forces will in general give 
in the short run the best utilization of resources, and 
" in the long run the most satisfactory rate of increase in 
the output of the economy. 
b) Where there are imperfections in the market ye as 
the result of uncertainty, immobility of the factors of 
production, monopoly power, and so on, the tax system should 


be used to change the allocation of resources to compensate 


for these imperfections. However, the use of compensatory, 
non=neutral tax provisions is not justified if other policy 
instruments could achieve the same result at a smaller total 


cost than could tax provisions. 


36 Prevention of wide or prolonged fluctuations in the general level of 
prices, and at the same time maintenance of the flexibility of 


individual prices in the economy. 


In the past, Canada has failed to realize its full economic potential. The 
nation has had prolonged periods of serious unemployment when output was far 
below what it could have been. This has not only imposed a heavy cost on the 
unemployed and their dependants, but on society as a whole; for when there is 
unemployment there is not only a loss of current production, but the rate of 
investment is reduced and population growth declines, so nak YAGteKtRAL output 
in the future is reduced. The tax-expenditure system must be vigorously used 


to prevent the recurrence of these staggering costs. 


Canada has also failed to avoid inflation. There have been periods of 
rapid increase in the general price level that have seriously hurt people with 
fixed incomes, Here, too, the costs were not borne only by those directly 
affected. Inflation in the past may have damaged the country's international 
competitive position and distorted the structure of the economy. This has 
reduced Canada's rate of economic growth and the welfare of all. The tax- 


expenditure system must be used to prevent inflation. 


The productivity of Canadian resources has been inhibited, and the 
output of goods and services thereby reduced, by the misallocation of resources. 
Some of these imperfections are inherent in markets, such as the disparities be- 
tween the private and social benefits from education discussed above; other 
imperfections are the result of government action. If output is to be 
increased as rapidly as possible, consistent with the choices Canadians make 
about consumption versus saving (domestic and foreign), and work versus leisure, 
it must be one of the government's objectives to compensate for the imperfections 
inherent in the market and to eliminate the imperfections that have been in- 


advertently introduced. 
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The Equitable Distribution of Output 


The government can change the distribution of the flow of goods and 
services among individuals and groups of individuals by imposing higher taxes 
on some than on others, by making larger transfers of purchasing power to some 
individuals or groups than to others, and by providing public goods and services 


that benefit some more than others. 


In our opinion there is a consensus among Canadians that the tax- 
expenditure mechanism (including transfers) is equitable when it increases 
the flow of goods and services to those who, because they have little economic 
power relative to others, or because they have particularly heavy responsibilities 
or obligations, would otherwise not be able to maintain a decent standard of 
living. While we have some comments to make about government transfers later 
in the Report, our principal concern is that the allocation of taxes, given 
the existing transfer mechanism and public expenditures, should be such as 
to achieve an equitable distribution of the flow of goods and services among 


Canadians, 


We believe that, in order to achieve a more equitable distribution of 


output, the tax system should be consistent with the following objectives: 


i Most of the time most government expenditures should be financed through 
taxes that are allocated in proportion to ability to pay. This means, 
in effect, that the government must seek to impose progressive marginal 
tax rates on all additions to personal economic power, without regard 
to the source of those increments in power. Wages, salaries, business 
profits, gifts and capital gains all increase the economic power of the 
recipients and should be treated on exactly the same basis for tax 


purposes. 


2 In most families incomes are pooled, consumption is: collective, and - 


responsibilities are shared. It should be an objective of the tax 


it 


system to reflect this fact, by considering families as taxable units. 
The ability to pay of the family, as distinct from the individual 


members of the family, must be recognized. 


Pe The tax system must also recognize that the special responsibilities 
and non-discretionary expenditures of unattached individuals and 
families affect their ability to pay. Unusually heavy medical expenses, 
certain education costs and the number of dependent children, for 


example, should be taken into account in allocating tax liabilities. 


4. It should also be a goal of the tax system to avoid tax concessions 
‘to particular industries and to particular kinds of income. While 
the efficacy of special treatment can be judged only in the light 
of the particular circumstances, such tax concessions are always 
inequitable, are frequently inefficient, tend to distort the 
allocation of resources, and erode the tax base. If such special 
concessions are to be given, they should be provided in a form that 
makes it possible to assess their costs, that is, revenue forgone, 
so that the concessions can be appraised at periodic intervals. There- 
fore, generally speaking, subsidies should be used rather than tax 


concessions, 


In the light of these criteria, we believe that the present tax system 
is inequitable in many important respects. The combined effect of sales 
taxes, corporate income taxes, property taxes, and the present personal 
income tax rates and base, is such that low income individuals and families 
pay higher taxes than is equitable when compared to middle and upper income 


individuals and families. 


Sales taxes and corporate income taxes are inequitable because they 


apply without regard to the ability to pay of the taxpayer. 


Le 


The present income tax base excludes so-called capital gains and gifts, 
both of which increase the economic power, and hence the ability to pay, of 


those who receive them, 


Because the present system largely ignores the family unit and taxes 
individuals, when family income is ie SRrER by both spouses, and each is taxed 
on his or her part, the aggregate tax is less than when the same sum is received 
by another family in which one of the spouses receives all of the family's 
income. Not only is this inequitable in and of itself, but it encase other 
inequities, At present when both spouses operate an incorporated business, 
the salary paid to both spouses is deducted in determining the income of the 
business and each pays tax on the salary received, However, when the business 
is unincorporated the salary paid by one spouse to the other is not deductible 
and all of the income of the business must be taxed to one of the spouses, 

The result is that two families in essentially similar circumstances will pay 


different taxes, 


- 


While we believe that gifts should be taxed to the recipient, given our 
concept of the family as a basic tax unit we are convinced that subjection 
of a widow or widower to an estate tax upon the death of his or her spouse is 
inequitable, The estate has been generated by the earnings of the family less 
the spending of the family. In the typical case each spouse has had an 
influence on at least one of the two determinants of the size of the estate. 
Accordingly, the savings of the family are a joint product of the efforts, 
decisions, and sacrifices of both spouses. It is arguable that one half of 
the estate represents a gift from the deceased spouse to the survivor and 
should be subject to tax; however,we believe that to divide the estate in 
this way would be hopelessly arbitrary. This being so, we consider that in 
most cases it is inequitable to subject transfers between husband and wife 


to any form of tax. 


Costs are incurred in the earning of employment income that do not 
provide a personal benefit to the worker, and hence should be deducted from 


gross employment income if the tax bases of employees are to be consistent 
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with those of business proprietors and partners, We can see no support for 

the disallowance of virtually all expenses incurred for the purpose of earning 
employment income, as at present, and therefore consider that such restrictions 
are unfair. On the other hand, some proprietors, partners, and employees are 
receiving personal benefits from their businesses or employments that are 


escaping tax. This is equally inequitable. 


The taxation of corporate income, together with the taxation of dividends 
in the hands of shareholders, creates many inequities. It is certainly in- 
equitable between shareholders in different income brackets, generally taxing 
those shareholders with low incomes relatively much more heavily than share- 
holders with high incomes. It provides avenues for tax avoidance and tax 
postponement. It discriminates between shareholders and members of mutual 


organizations. 


The present corporate income tax is riddled with special concessions. 
Among the more important are those for mining, oil, and life insurance companies, 


and the low rate of tax on the first $35,000 of corporate income, 


To meet the objective of an equitable distribution of output these and 


many other inequities should be removed. 


The Protection of the Liberties 
and Rights of the Individual 


In a democracy such as Canada, restrictions on the liberties of 
individuals are accepted primarily because those who make the laws are repre- 
sentatives of, and responsible to, the public. The legislative process ensures 
that the laws serve the public good. Maintaining and strengthening this 
democratic process is a fundamental general objective which in turn implies 
the following specific objectives with respect to the method of enacting tax 


legislation; 


1. All individuals or sroups should have ample opportunity to make 
their views on tax laws known to members of the legislature. 


2. Tax legislation should be fully debated in the legislature. 
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40 The public and members of the legislature should have available all 
the information necessary to evaluate the adequacy of existing tax 


laws, and to formulate recommendations for improving the law. 


The democratic process of enactment is the best safeguard of our freedom, 
but alone it is not enough. The nature of the laws enacted and the application 
of those laws are also significant. Bad laws can be enacted by democratic 
governments, and good laws can be perverted by sah administrators if the 


individual has no right of appeal. 


While laws generally restrict the freedom of individuals by imposing 
sanctions on certain courses of action, they indirectly define the liberty of 
individuals; that which is not proscribed by law the individual is at liberty 
to do without hindrance, Obscure law, and law that is not consistently enforced, 
creates uncertainty; when the law cannot readily be determined it is impossible 
for the individual to know in advance what he is free to do. In effect, 
uncertain law is retroactive law, because the effect of the law is known only 
after the event. Uncertain law also penalizes those anxious to obey it, and 
eventually creates contempt for the law. A taxpayer should be able to determine 
promptly, with great certainty and at modest cost, the tax consequences of a 
proposed course of action before making a decision, Adherence to the 


following rules would greatly reduce the uncertainty of tax law: 


1. Every effort should be made to eliminate tax provisions that cannot be 
enforced, and all enacted provisions should be fully and consistently 
enforced. 

fon Tax laws should always be clear and should avoid complexity. 

oe The taxpayer should be able to determine from the tax administration 
the tax consequences of a proposed course of action on the basis of 
a stated set of facts. 

h Each taxpayer must be guaranteed the right to appeal to the courts 


all decisions of the government with respect to tax assessments. 


' 


Commissions, rather than departments of government, are employed in the 


United Kingdom and the United States to collect taxes. Commissions have the 


Bs 


obvious merit of removing the collection of taxes as far as possible from 
the influences of politics. We have heard no strong evidence to the effect 
that politicians have interfered with fair and efficient tax administration 
in Canada; but we are convinced that commissions provide less opportunity for 


such interference, 


At the present time the taxpayer's judicial appeal may initially be to 
a board which operates in much the same way as a court; but its members do not 
have the prestige or the tenure of judges. This makes the recruitment of able 
members more difficult. What is more, their judgments may be entirely neglected 
by the taxpayer or the Department of National Revenue. A new trial can be 
initiated before the Exchequer Court. This further diminishes the prestige 


of the Tax Appeal Board, and can put the taxpayer at a disadvantage. 


The law should be well known by all taxpayers, and it is the responsibility 
of the government to explain the law to them in so far as it is possible to do so. 
What is more, when the law or its administration is altered by a successful appeal, 
or by administrative practices, it is only fair that such alteration be made 
known to all taxpayers. The evidence submitted to us during the hearings 
indicates that there is inadequate information available to taxpayers at the 


present time, 


The law now gives the Minister of National Revenue discretion in assessing 
tax under certain circumstances. The existence of sections granting ministerial 
discretion are undesirable in principle because they give rise to uncertainty. 
To the extent that these sections cannot be removed from the law, we believe 
it is imperative that the taxpayer should be able to obtain an advance ruling 


from the administration. 


The present system, we are convinced, does not adequately protect the 


liberties and rights of the individual. 


The Strengthening of Federal- 
Provincial Relations 


The division of responsibilities and taxing powers is the essence of a 


federal state. The actions of the federal taxing authorities, therefore, 
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have important ramifications for the provinces and municipalities, and vice 
versa. It would be irresponsible and futile for us to make our recommendations 
without regard to this essential fact, even though this area is outside our 
terms of reference. We take the position that the federal tax system should, 

as far as possible, strengthen the federation. We believe that this objective 


requires realization of the following goals: 


BS The maintenance of the autonomy of the provinces within the agreed 
division of powers and responsibilities between the federal and 
provincial governments, 

2s The development of a flexible tax system that can adjust to the 
changing needs and aspirations of the people and the provinces 
in which they live, 

3. The transfer of resources, through the federal government, from rich 
to poor provinces, so that the residents of the lutter can, if they 
choose, enjoy minimum standards of public service without undue tax 
burdens. 

h, The undivided control of the instruments needed to maintain the 
stability and growth of the economy if dispersal would reduce 
control over Canada's collective economic destiny. 

py The acceptance of the proposition that the fiscal relationships among 
all the governments will require continuous re-examination, re- 


negotiation and adjustment. 


While we do not think that the present tax system as such has weakened 
the Canadian federal system of government, although it could be argued that 
the way in which it has been used in the past has done so, we are greatly 
impressed with the need for a tax system that would be readily adaptable 
to the changing needs of the people in different provinces, yet would be 
a firm and strong instrument for the realization of our national objectives. 
Some of the things that all Canadians eae such as full employment, a rapid _ 
rate of economic growth and stable prices, can only be achieved by a dynamic 


central government with adequate fiscal power. 


eg 


PRIORITY OF OBJECTIVES 


The list of objectives that has been compiled is an extremely ambitious 
one, and we are under no illusion that all of these desirable ends can be 
easily achieved. We realize that some of the objectives are in conflict, in 
the sense that movement toward one goal means that others he be achieved 
less adequately. Simultaneous realization of all the goals in some degree 
will constitute success if, as we hope, our choices as to the appropriate 


compromises adequately reflect the consensus of informed Canadians, 


We would have liked to have assigned priorities to each of the objectives 
so that the reader would be immediately and precisely aware of where we stand, 
but we found this an impossible task. There are too many potential conflicts, 
and the weight we assign to one, relative to another, will depend on the 
context within which a decision has to be reached, But we have been able to 


go some distance in this regard. 


We assign a higher priority to the objective of equity than to all the 
others. As pointed out above, our task requires us to make recommendations 
that would lead to an equitable distribution of the burden of taxation. We 
are convinced that unless this objective is achieved to a high degree all other 
achievements are of little account. Thus the need for an equitable tax system 


has been our major concern and has guided us in all our deliberations. 


Unless a tax system is generally accepted as fair, the fundamental purpose 
of taxation is lost; for if fairness is not considered relevant there are 
certainly simpler means for the government to secure command over goods and 
services. We hasten to add that the concept of equity does not of itself 
lead to the easy determination of a tax structure that deserves to be carved 
in stone like the Codes of Hammurabi. Nothing is clearer from a reading of 
the taxing statutes of the past than the fact that the concept of equity as 
embodied in such statutes is peculiarly specific to time and place, It is 
also clear from the record of the past that a social and political system 
cannot be strong and enduring when a people becomes convinced that its tax 


structure does not distribute the tax burden fairly among all citizens. 
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Consequently, the focus of our Report is the attempt to outline what we feel 
to be an equitable tax structure that will find wide acceptance among Canadians. 
We have tried, in our recommendations, to achieve the other objectives only to 


the extent that they do not bear too high a price in terms of equity forgone. 


CONCIUSIONS AND RECOMMENDATIONS 


re Most of the time most government expenditures should be financed through 
taxation. However, the best mix of taxes, borrowing and the creation 


of money depends upon the particular circumstances, 


ae Heavier reliance upon user charges as a substitute for general taxes 
to finance government activities would probably result in under-investment 


in those goods and services that provide indirect benefits to all. 


36 The tax system should be designed to assist in the most complete 
realization of the objectives listed below: 

a) To Maximize the Growth of Output. The tax system should aim at 
maximizing the present and future output of the goods and services 
Canadians want. This objective can be considered to comprise 
the following specific goals: 

i) To maintain full utilization of Canadian labour, 
capital, and natural resources. 

ii) To increase the productivity of Canadian resources by 
adopting a tax system that is as neutral as possible 
so that the market will allocate resources efficiently. 
However, where other more effective means are not 
available, the tax system should be used to compensate 
for the misallocation of resources resulting from 
imperfections in the market mechanism, 

iii) To prevent wide or prolonged fluctuations in the general 


level of prices. 
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b) The Equitable Distribution of Output. The tax system should ensure 
that the flow of goods and services is allocated among individuals 
and groups so that those who have little economic power or 
particularly heavy obligations and responsibilities are able to 
maintain a decent standard of living. With respect to the 
allocation of taxes this requires the following: 

i) Taxation according to ability to pay, defined as the eppli- 
cation of progressive marginal rates of tax to a base that 
measures the value of increases in the tax units' command 
over goods and services. 

11). The recognition of the family, as well as the unattached 
individual, as a unit for tax purposes. 

iii) Reduced tax burdens for those who have special 
responsibilities and obligations that impose non- 
discretionary expenditures. 

iv) The avoidance of special tax concessions to particular 
industries or kinds of income. 

c) The Protection of the Liberties and Rights of the Individual. 
The tax system should assist in protecting the liberties and 
rights of individuals through the preservation of repre- 
sentative, responsible government and the maintenance of 
the rule of law. 

da) ‘The Strengthening of Federal-Provincial Relations. The tax 
system should help to maintain and strengthen the Canadian 


federation. 


Some conflicts exist among these objectives. This means that 
compromises will have to be made. While the best compromise depends 
upon the particular context, we believe that the achievement of 


equity should have primacy of place. 
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CHAPTER 2 


CONFLICTS AMONG OBJECTIVES 


The purpose of this Volume of the Report is to consider how the tax system 
might be directed toward the more complete realization of Canada's economic 
objectives in @ manner consistent with our equity objective. Although our 
primary interest is with the tax system, it is meaningless in some contexts to 
consider changes in the tax system without taking into account changes in 
expenditures. We therefore look at both aspects of the fiscal system where 


this is necessary. 


The balance of this Volume consists of five chapters. In this chapter we 
discuss the conflicts among our major economic objectives and between these 
economic objectives and equity. Our purpose is to indicate how spurious conflicts 
can thwart effective action, and to specify the real conflicts and the policy 
instruments available to resolve them. Chapter 3 is concerned with the use of 
the tax-expenditure system to maintain more adequately Canada's full-employment 
and price stability objectives. Chapter 4 considers the changes in the tax 
system that might besmade to stimulate the growth rate. To facilitate the 
presentation, the discussion of the conflicts that arise between the pursuit of 
domestic objectives and the achievement of stable economic relations with the 
rest of the world is postponed and dealt with as a wait in Chapter 5. Finally, 


Chapter 6 deals with the net redistributive effect of the present fiscal system. 
POLICY ERRORS IN RESOLVING CONFLICTS 


“The problem of achieving a number of objectives with limited means is 
familiar to every householder. The family's income is limited; the more spent 
on a particular kind of good in order to realize an objective more fully, the 
less there will be available to buy other goods. Other objectives will necessarily 
be less adequately realized. There is an exchange or trade-off between objectives. 
This choice is painful enough; but it is even more painful when members of the 
family have divergent views about the relative importance that should be 
attached to the realization of one objective relative to another. Ultimately 
the members of the family must agree on the relative importance of their 


respective views if a decision is to be reached. 


el 
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Although the analogy should not be overdrawn, decision making by house- 
holds and governments have several essential features in common. Both face 
conflicting objectives; both have to resolve in some fashion the divergent views 
of individuals about the relative importance to be attached to the realization 


of different objectives; and both are subject to two kinds of policy errors: 


La If, under the policy adopted, one or more ob jectives could have been 
realized more adequately without sacrificing the realization of other 
objectives, the policy was clearly inefficient. 

2. The importance to be attached to the preferences of groups and individuals 
is basically a matter of judgment; and it will always be possible for 
individuals having preferences that were not recognized to argue that a 


wrong decision was made. 


Arguments about the efficiency with which objectives are realized under a 
policy are essentially arguments about facts. Although the data are often in- 
accurate and usually incomplete, and can frequently be interpreted in several 
ways, it should be possible to obtain agreement on efficiency questions on the 


basis of objective analysis. 


Arguments about the weights that should be assigned to the preferences 
between conflicting objectives of different individuals involve matters of 
judgment rather than matters of fact. Men of good will may never agree on what 
constitutes an improvement in policy if they start with different assumptions 
about what society should be like, or how much weight to assign to the pre- 


ferences of some individuals relative to others. 


In this Report we are concerned both with improving the efficiency of policy 
and with the weights that should be attached to conflicting objectives. Because 
improvements in efficiency will result in unequivocal improvements in national 
well-being, there is something to be gained and nothing to be lost, and because 
the question of efficiency is caine factual analysis, it is obvious 
that we have much more to say about it than about the question of the best 


compromise between conflicting objectives. 
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The Causes of Inefficient Policies 


We have said that a policy is inefficient if an objective could have been 


more adequately realized without at the same time having to sacrifice the 


realization of another objective. These inefficiencies can arise for many 


reasons, but there are six circumstances we particularly wish to discuss: 


l. 


Incomplete or misleading information about the current situation can lead 


to a belief that an objective is being realized more or less completely 


-than it is. This can lead to policy errors of both omission and commission. 


Incorrect forecasts will indicate that objectives will be realized to a 
greater or lesser extent in the future than turns out to be the case. 
Forecast errors usually result in inefficient policies. 

Imperfect knowledge of the effects of changes in policy on the realization 
of objectives, so that policy makers do not get the results they expect 


when they take action, can readily lead to perverse policies. 


The preceding three "diagnostic errors" are extremely important, and sub- 


sequently we shall consider how they might be avoided. 


4, 


De 


When there is incorrect information about the trade-offs between objectives, 
and it is erroneously believed that in pursuing one objective it will 
necessarily mean that another will be less adequately realized, policy is 


bound to be inefficient. 


_ When policy makers are unaware of the full range of policy instruments 


available to them, they may be inhibited from acting by conflicts among 
objectives that would disappear if they marshalled all the tools potentially 
at their disposal. | 

Policy changes usually are based on a collective decision of several 
individuals. Conflicts of opinion among these individuals can cause delay 
until a consensus is reached or until the initiative is taken out of the 
hands of the deadlocked group. It follows that too little will be done 


too late. 
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Avoiding Conflicts by the Development 
of Additional Policy Instruments 

For many years economic analysts focused most of their attention on monetary 
and fiscal policy because of their great concern with the full-employment and 
price stability objectives. If other ob jectives are considered but additional 
policy instruments ignored, it is inevitable that conflicts among objectives 


will be created. 


Fiscal policy is the term used to describe changes in effective tax rates 
and government expenditures for the purpose of changing aggregate demand in order 
to maintain full employment and stable prices, in other words, for stabilization 
purposes. It is frequently treated as though it constituted one policy instrument. 
However, when one considers the multitude of decisions that have to be made in 
designing a tax structure, what will be taxed, how heavily it will be taxed, 
and when it will be taxed, it is apparent that the tax system, broadly conceived, 
constitutes a whole set of policy instruments. Because so many instruments are 
potentially available within the tax structure, we believe that many of the 
apparent conflicts among objectives can be avoided. For example, in pursuing 
policy A, the government may help to achieve objective X, but less adequately 
achieve objective Y. It is hardly reasonable to claim that there is a conflict — 
among Objectives in this case if the government can pursue policy B at the same 


time to compensate for the negative effects of policy A on objective Y. 


— 


A concrete example will illustrate what we mean. Later in the Report we 
recommend that capital gains should be taxed on the same basis as other types of 
income, for reasons of horizontal and vertical equity. Imposing tax on these © 
gains may reduce the attractiveness of risky projects and thereby reduce the 
growth potential of the economy. However, if the level of tax on the other 
income derived fram property is reduced, if business and capital losses are 
treated liberally, and if a rapid write-off of capital expenditures for risky 
projects is permitted, to mention only three of the many compensating changes, 
the impact of taxing capital gains on risky investments can be offset, and the 
conflict between the equity and growth objectives would disappear. As we try to 


demonstrate later in this Report there are many tax reforms that do not create 


a 


any conflicts between the economic and non-economic objectives; for other 


reforms, we suggest that compensating action can be taken to reduce or eliminate 


potential conflicts. 


This is not to say that it is always possible to achieve all objectives 
without conflict. In some areas very real choices between objectives must be 
made and the costs in terms of forgone alternatives are substantial. The choice 
between consumption now or greater consumption in the future is one such choice. 
However, we believe that the implementation of our recommendations would permit 
Canada to achieve the objectives we have specified with a minimum of conflict. 
It is our hope and expectation that future students of taxation will continue 
to look for conflicts that may be inherent in the tax structure we recommend, 
and that they will attempt to devise compensating policies to make it possible 
to realize more adequately a greater number of our objectives. Further revision 
of the tax structure will be necessary from time to time as the objectives of 
Canadian society undergo change. 

THE CONFLICT BETWEEN FULL 
EMPLOYMENT AND PRICE STABILITY 

The behaviour of prices and costs in relation to unemployment and other 

variables has been examined by our research staff and by others. The salient 


findings of these analyses can be briefly reviewed. 


The evidence clearly shows that there is a relationship between the national 
i React pobiandiles rate and the rate of change of the general price level. (See Appendix 
A to this Volume. ) However, the relationship is relatively complex and not 
perfectly understood. It can best be summarized with respect to three ranges of 


the national unemployment rate (seasonally adjusted). 


1. When the national unemployment rate is in excess of 4 per cent, it usually 
can be reduced to 4 per cent without the development of any sustained in- 
flationary pressure. 

2. When the national unemployment rate is below 5 per cent, any attempt to 
reduce it still further by general stabilization policies is unlikely to be 


successful and will certainly result in inflationary price increases. 
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26 When the national unemployment rate is between 45 per cent and 4 per cent, 
attempts to reduce it will generally be successful, but they will also 
result in more rapid increases in the price level. Just how rapidly the 
price level will rise depends on the speed with which unemployment is 
reduced, on whether sectoral bottlenecks develop, and on the actions taken 


by labour, government, and business We 


There is, therefore, a zone of conflict 2 ah the unemployment rate and 
the rate of change of prices when the national unemployment rate lies between 
3 per cent and 4 per cent. When the national unemployment rate is moving 
quickly toward the lower end of the range, the danger of inflationary pressures 
increases. When the national unemployment rate rises toward the upper end of 


the range, the danger of inflationary pressure recedes. 
Inflation 


The word "inflation™ is used here to describe a situation in which the 
general price level rises at a rapid rate. This situation must be distinguished 
from the slow upward creep of the general price level that has been noticeable 
in Canada even during recent years of high unemployment. To some extent this 
upward creep is a statistical illusion that arises from the shortcomings of the 
existing indices of price levels that do not adequately take into account quality 
improvements pale Some further part results from the effects on the level of 
Canadian prices of an increase in the level of world prices. Increases in the 
prices of the goods Canada imports bring about rising prices of Canadian goods, 
which in turn put upward pressure on Canadian wage rates. To some extent, there- 
fore, the upward creep in the general level is a statistical illusion, and £0 


some extent its cause lies outside our control. 


It is unlikely that a situation in which the consumer price index Pines at 
1.5 per cent to 2 per cent a year holds any real dangers for the Canadian 
economy if world prices rise as rapidly or more rapidly. Even a slow price rise 
is not without its costs, however, particularly for those on fixed incomes. The 
community, through its government, should periodically review the costs imposed 


by inflation and adjust its tax-expenditure system to compensate at least those 


ef 


on low, fixed incomes. In any event it seems to us realistic to expect that in 
the future, as in the past, there will be a slowly rising level of consumer 


prices. 


The acceptance of a slow increase in the general price level as measured by 
existing consumer price indices does not mean that we are blind to the dangers 
of inflation. We call particular attention to the following two situations 
that bear the seeds of inflation and must be carefully watched and, if need be, 


corrected. 


The first situation is structural inflation. Wages and the prices of 
industrial products rise when there is excess demand, but are not readily reduced 
when there is deficient demand. Therefore, shortages in some labour markets and 
pressure of demand upon capacity in some product markets can result in price 
increases, even when there is excess labour and capacity available in the 
aggregate. This sectoral imbalance will create a quickening of the rate of 


price increase before aggregate demand becomes excessive. 


The second situation is cost-push inflation. Costs and profits may begin 
to rise before full utilization and full employment are achieved, either because 
these costs are determined outside the domestic economy, as in the case of import 
prices, or because the suppliers of the products, or the suppliers of the factors 
of production, possess and exercise market power that makes it possible for them 
to force up the prices and wages they charge. It is difficult to discount the 
possibility that the possession and exercise of market power in product markets 
and in labour markets has created an inflationary bias. When wages are determined 
in part through the bargaining process between giant firms and powerful unions, 
and when the firms know they have the power to pass on wage increases, it is not 
surprising that these wages and prices behave differently fram the prices in 
classical commodity markets, where no individual or small group of individuals 


can affect the price. 


The above analysis suggests three problems. How to minimize the upward 
creep of prices when there is substantial unemployment? How to select the best 


compromise between stable prices and low unemployment rates if conflict between 
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the two cannot be eliminated? How to live with a gradual increase in the 


price level if this is necessary? 


The problem of structural inflation can be partially solved if the speed 
and direction of the advance of aggregate demand can be controlled more 
adequately. If the rate of expansion during a boom can be slowed so that actual 
output approaches potential output more gradually than occurred in the 1954-57 
boom, for example, the expansion of productive capacity in the capital goods 
and durable goods sectors where bottlenecks have occurred in the past, can 
keep pace with the growing demand for these goods. If bottlenecks do occur, 
temporary specific measures should be used to restrict demand in these areas 
until productive capacity has increased, as we discuss in the next chapter. 
What is needed, therefore, are good thateators’ oF the degree of utilization of 
capacity in each geographic and industrial sector of the economy, reliable 
forecasts of the future changes in capacity and demand, methods of controlling 
aggregate demand that make it possible to vary the rate of expansion without 
stopping the expansion, and techniques for controlling demand in particular 


sectors of the economy when bottlenecks occur. 


To combat cost-push inflation when it arises is more difficult. The 
pressure of public opinion, whether applied selectively or through the enunciation 
of guidelines, can be directed toward wage bargaining and product price changes. 
However, in the light of experience abroad, these policies are unlikely to be 
effective unless the government has policies with "bite" to supplement the 
"park" of public opinion. For example, selective tariff cuts to inject more 
foreign competition where domestic competition has been unable to limit the 
wage-price spiral might be of use in some circumstances. Certainly what is 
needed is a policy that strikes at those responsible for the inflation rather 
than a policy that represses aggregate demand and eliminates the inflation only 
by generating unemployment and general idle capacity. This whole matter will 
be reviewed by the Economic Council of Canada. We are confident that they- 
will be able to offer some useful suggestions. Because the issues of cost-push 


inflation lie far outside our terms of reference we shall say nothing further 


about them. 


Unemployment 


Bearing all the foregoing points in mind, we have concluded that Canada 
should tentatively adopt a short-term target unemployment rate of 3.5 per cent, 
which is in the middle of the "zone of conflict" between the unemployment rate 
and the rate of increase in the price level Svs We expect that if an unemploy- 
ment rate of 5.5 per cent is realized, it should be possible to keep the rate of 
increase of the consumer price index somewhere between 1.5 per cent and 2 per 
cent @ year, provided that the rate of expansion of aggregate demand is 
carefully controlled, specific measures are quickly adopted to eliminate in- 
flationary pressures from sectoral bottlenecks, a strong line is taken against 
those directly responsible for cost-push inflation when it appears, and foreign 
prices continue to rise in the future at about the same rate as they have in 
the past ligie In the balance of our discussion, we roe eerece speak of an 


employment rate of 96.5 per cent as full employment. 


The 3.5 per cent target rate of national unemployment is an aggregate ped | 
Underlying this concept is a complex structure of unemployment rates for different 
components of the labour force. For a variety of reasons, certain regions are 
unable to utilize their labour force as completely as others. Similarly, 
obsolescence of certain skills, and differences in the rate of expansion of 
industries using certain skills, will mean that some groups of workers will find 
it harder to find employment than others. The target rate of unemployment of 
5.5 per cent we use in this Report has been based on the finding that the 
differential rates of unemployment among regions have been relatively constant 
for some time in Canada, and are unlikely to be quickly eliminated. An analysis 
of regional unemployment rates indicates that when the national unemployment 
rate is 3.5 per cent the following structure of regional rates is observed. 


(See Appendix B to this Volume). 


Atlantic Provinces 6.0 per cent unemployment 
Quebec 4.6 per cent unemployment 
Ontario 2.6 per cent unemployment 
Prairie Provinces 2.2 per cent unemployment 


British Columbia 4.O per cent unemployment 
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Studies in the United States indicate that pure frictional unemployment, 
which is composed of seasonal unemployment, unemployment due to normal voluntary 
turn-over of experienced workers, and the normal waiting period encountered by 
new entrants to the labour force before they find a job, does not amount to 
more than 2.5 per cent of the labour force 5/. The evidence in this country 
is more fragmentary, but it is generally consistent with the view that a rate of 


2.5 per cent would adequately account for normal frictional unemployment 6/. 


The 5.5 per cent target selected here, therefore, incorporates unemployment 
in excess of frictional unemployment in British Columbia, Quebec, and the Atlantic 
region. We are not complacent about these above-average regional unemployment 
rates, and long-term policies that might be adopted to reduce them are discussed 
later in this Report. However, the Ontario rate is high enough to allow for 
normal frictional unemployment, and the lower Prairie Provinces rate is explained 
by the predominance of agriculture in that region, a sector of the economy that 
generally exhibits lower than average unemployment rates. Consequently, the 
national target we have selected is consistent with the absence of labour 
shortages in any of the major regions as a whole. At lower national unemployment 
rates, unless regional differences are reduced, labour shortages would be likely 
to create strong inflationary wage pressures in the industrial heartland of 


Ontario. 
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In the United States a target ep cap: 4 sia cent unemployment is commonly 
quoted. There are many similarities between the two economies, but we believe 
it is realistic for us to set our sights a little higher. Before 1957, Canada 
had lower national unemployment rates than the United States with approximately 
the same rate of price increase. This was possible because Canada increased 
immigration when labour shortages developed. The immigration safety valve 
should permit a lower target rate of unemployment in Canada than the United 
States. It is safe to say that neither country can maintain, for any period 
of time, the low unemployment rates poe nae in many western European 
countries since World War II without generating serious inflation or balance- 


of-payments crises. 
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As We have noted above, some regions will have much higher unemployment 
rates when the national average rate is 5.5 per cent. When a region is subject 
to high unemployment rates that cannot be reduced by increasing the level of 
aggregate demand, without at the same time increasing the rate of increase of 
prices in some other region, it can be said to suffer from structural unemploy- 


ment. 


In order to realize the 5 per cent target rate of unemployment set by the 
Economic Council of Canada without a rapidly increasing price level, it will be 
necessary, as the Council recognizes, to resolve this structural problem. A 
long-run solution probably involves the use of both of the following types of 


policies: 


Ls Relocation policies designed both to encourage the adjustment of capital 
and labour between regions, and to improve the distribution of these 
resources within regions. 

2. Rehabilitation policies, including the retraining of workers, the provision 
of social capital, the encouragement of the growth of private industry 
where economies of scale or of agglomeration can be reaped, the provision 
of adequate information about the region's potentialities, and the pro- 


vision of adequate financing for new firms and industries. 


The specific policy or policies that ought to be emphasized in a particular 
area will depend upon the nature of the structural maladjustment. If the struc- 
tural problem is rooted in inadequate skills on the part of the labour force, 
it is better to augment their ability to do more productive and better paying 
jobs, than to subsidize industries that use unskilled labour to expand in the 
particular area. The case for inducing capital to move to such areas is valid 
when it can be shown that the financial markets have an unwarranted bias against 
them, when entrepreneurial talent in the area is in short supply or when the 
prospects are good for establishing industrial complexes capable of capturing 
economies of scale in production or marketing. Finally, it cannot be over- 
emphasized that structural unemployment problems are of an enduring nature and 
must be dealt with by long-term policies, rather than by the adoption of piece- 


meal policies during general lapses from full employment. 
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There is a strong relationship between the success or failure of stabi- 
lization policy and the success or failure of policies designed to allevi- 
ate structural unemployment. Efforts to adjust to structural changes in 
the economy that require a high degree of labour mobility to avoid a serious 
increase in unemployment are likely to prove most successful under condi- 
tions of buoyant aggregate demand when the economy's capacity to absorb 
workers is highest. Sluggish demand conditions, resulting in an excess 
supply of labour in most markets, compound the difficulties of reducing the 
incidence of structural unemployment, of helping "depressed" areas generate 
new sources of employment, and of implementing policies aimed at reducing 
regional differences in unemployment rates. Successful stabilization policy 


makes for more successful "structural" policies. 


We have said that by maintaining a target unemployment rate of 5.5 per 
cent Canada will probably be subject to a rate of increase of the consumer 
price tHasiclee between 1.5 per cent and 2 per cent a year, which would be 
a Slightly lower rate of price increase than the average of that for the 
period since the Korean War. To the extent that the structural policies 
are successful, either the target unemployment rate can be reduced, or a 


lower rate of price increase can be achieved with an unchanged target rate. 


Adjustment for Rising 
Price Levels 


Assuming that the consumer price index continues to rise at an average 
rate of 1.5 per cent to 2 per cent a year, what could and should be done? 
As we have said, part of the increase in this index is, no doubt, illusory; 
but part of it is real and will continue to impose some burdens on fixed 
income groups. We are convinced that there is no easy answer. The 
government must periodically re-examine its various transfer payments and 
welfare programmes to ensure that the economic position of the aged, the 
handicapped, and the indigent is at least maintained and, if possible, 
improved so that they share with the more fortunate some of the fruits of 
economic growth. The tax structure should be subjected to the same periodic 
scrutiny. Later in the Report we shall discuss the adoption of a system 


of personal income tax credits that would offset all or mucn of the 
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burden of taxes imposed on those with low incomes. With an ever-rising price 
level these credits should be increased so that the low income groups at least 


do not experience an ever-deteriorating real tax position. 


We emphasize the word "periodic" however. We are convinced that it would 
be a serious error to relate transfer payments and tax credits to a price index 
so that they increased automatically with inflation. To do so would seriously 
weaken, ya destroy, one of the basic defences against inflation, the automatic 
stabilizers that are built into the present tax-expenditure system. Such increases 
should be made at the discretion of the government, in a manner that conformed 
to the objectives of full employment and price stability. This certainly does 
not mean that the government cannot adopt a policy of regular review; indeed we 
would urge that it do so. Nor does it mean that the government cannot agree to 
increase transfer payments and tax credits by a specified amount after a period 
of price level increase. What it does mean is that the timing and magnitude of 
the particular changes should be determined in the light of the economy's need 


for stimulus or repression at the time. 


The corollary of this position is that the tax structure generally should 
not be adjusted automatically to take into account changes in the general level 
of prices. Taxes must be based on current dollar income, including increases in 
the market value of assets, and no attempt should be made to adjust automatically 
for changes in the purchasing power of money. To develop a tax system that taxed 
only increases in "real" purchasing power would irreparably damage the built-in 
stability of the system. Equally important is the fact that such adjustments 
would be extremely complex if they were applied universally, and quite unfair 
if they were confined to some forms of income and not to others. For example, 
during a period of rising prices, increases in the market value of equities do 
not necessarily mean that the shareholder has increased his “real" economic 
power. But to adjust the income tax of this shareholder to take account of the 
reduced purchasing power of money would be inequitable, if the government did 
not also reduce the taxes of individuals in receipt of contractual payments 
that did not increase at all with inflation, or of individuals who received 


wages that responded only slowly to increases in the cost of living. It will 
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be time to worry about overtaxing those with gains that are wholly or 
partially offset by inflation, when compensation has been given to those who 


have suffered absolute losses as a result of inflation Wes 
THE CONCEPT OF ECONOMIC GROWTH 


As the goal of economic growth has come more to the forefront in public 
discussion of economic objectives, there has been increasing confusion about 
the appropriate concept of growth. In an attempt to reduce this confusion, we 


propose to distinguish two types of growth: actual growth and potential growth. 


Actual growth is merely the record of past aggregate economic performance, 
which can be measured by the rate of increase of gross national product (GNP) 
in constant dollars. This measure suffers from the weakness that observations 
at any two points of time will reflect the phases of the business cycle that 
happen to have prevailed at those two dates. For instance, if we examine the 
period 1933-56 we obtain an average annual growth rate of 5.7 per cent (measured 
in 1949 dollars). If we take the period 1929-61, however, the rate is reduced 
to 3.4 per cent. In the first case, the long-term rate of growth is exaggerated 
because the initial year was particularly depressed while the terminal year was 
one in which the factors of production were fully employed. In contrast, the 
latter growth rate is from an initial peak to a terminal trough and the long- 


term rate of growth is understated. 


Potential growth measures not what the economy did produce each year but 
what the economy could have produced in that year, had all resources available 
at that time been fully employed. The calculation of what output would be it 
the nation's available resources were fully employed in each year results ina 
measurement of the increase over time in the economy's actual capacity to 


produce 8/. 
Per Capita Potential Growth 


Canadians are interested in greater economic growth primarily because as 
individuals they would be able to increase their consumption and thus national 
welfare would be improved. Potential GNP measures what consumption could be if 


all output were devoted to that purpose of, Although increased population may 
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be desiraole in a country as under-populated as Canada, it would be reason- 
able to define as Canada's growth goal the rate of increase of per cavita 
potential GNP. However, policies that stimulate immigration are also likely 
to improve per capita GNP. Highly skilled persons are better represented 
among immigrants than among the population as a whole. Furtnermore, the 
labour force participation rates of immisrants have been hirher than those 
of the native born. Finally, an expanding market will enable many firms to 
realize economies of scale. This line of reasoning suggests that in Canada 
population growth and per capita GNP growth are largely complementary. There- 
fore, we focus our analysis upon the growth of total potential GNP, and 


mention tne per capita growth consequences only where necessary. 


Potential GNP measures the potential of goods and services, but does 
not reflect the fact that one of the fruits of increased output is that 
individuals can have both more material tnings and more leisure. We have 
not attempted to estimate the output forgone as a result of increased leisure, 
because it is difficult, if not impossible, to separate voluntary from in- 
voluntary increases in leisure. Rapid technical progress and the substitu- 
tion of capital for labour, together with recurring periods of unemployment, 
have no doubt led to a shorter work-week and to earlier retirement because 
skills have become obsolete. The task of sorting out that portion of leisure 


that has been desired as an end in itself is particularly intractable. 


The Distinction Between Potential 
GNP and Potential Gross Domestic Product 


Another distinction should also be made clear before discussing the 
potential GNP concept in some detail. There are two concepts of gross out- 
put for the nation as a whole. Gross domestic product measures the output 
produced by factors located in Canada; GNP measures the output of factors 
of production owned by Canadian residents. The main difference is that 
gross domestic product includes the interest and dividends paid to non- 
residents, but excludes the dividends paid to Canadians by companies abroad 
and the retained earnings of non-resident-controlled Canadian corporations, 


whereas GNP includes the latter but excludes the former. 
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Each concept has its uses. For example, gross domestic product is the 
better measure for studies of the relationship between output, and the input 
of labour, capital and technology, because the productivity of a specific 


capital good is unlikely to be affected by the place of residence of its owner. 


From a public policy standpoint, the growth goal ought to be formulated 
in terms of GNP, which measures the income accruing to Canadian residents, 
and therefore is a measure of the potential ie Seah available to Canadians. 
A policy which, other things being equal, raised the growth of gross domestic 
product and lowered the growth of GNP is clearly not in the general interest 


of Canadians 10/. 


Ideally, the measurement of the growth of a nation's economic welfare 
requires a multidimensional approach. No single measure is wholly adequate. 
We are satisfied, however, that growth defined as potential GNP success- 
fully covers several of these dimensions. The other dimensions we must try 
to take into account in a less formal manner. 

The Gap Between Actual 
and Potential GNP 

In the period 1957-63 actual GNP increased much more slowly in Canada 
than it had in the previous decade. This led to growing pressure for policies 
that would "increase the growth rate", that is, the rate of increase of actual 
GNP over time. As we shall show, the potential growth rate declined slightly 
because Of a decline in the rate of population growth and a slower rate of 
capital formation as a result of the under-utilization of productive capacity. 
But it was the under-utilization of productive capacity that brought about 
most of the decline in the rate of increase of actual GNP. A substantial gap 
developed between actual and potential GNP. ‘The use of the phrase "slow 
growth” probably had the unfortunate effect of diverting attention from the 
immediate problem of inadequate aggregate demand to the problem of the growth 
in potential output. The solutions to the long-run problem, such as expendi- 
tures for vocational training and the encouragement of basic research, do 
relatively little to close the gap between actual and potential output in 


the short run. 
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Potential output is a measure of the goods and services that the economy 
could produce at a reasonably stable price level with the existing quantity 
and quality of labour and capital available, existing norms of full utiliza- 
tion of these inputs (average number of hours worked a week, average labour 
force participation rates, and normal use of capital equipment), and existing 
technology. In terms of the "GNP gap" mentioned above, potential GNP is an 
estimate of the output that could be achieved if the unemployment rate was 
reduced to 3.5 per cent and all capital was employed cae a While potential 
GNP is defined in the context of a reasonably stable price level, it is not 
sree ad ent an existing gap between potential and actual GNP can always be 
closed without inflationary pressure bringing about increases in the price 
level. The more rapidly the gap is closed the more likely bottlenecks are 


to arise and the greater the pressure on the price level is likely to be. 


Our research staff made several estimates of potential GNP for Canada 
for the postwar period. The estimate finally decided upon is illustrated 
in Chart 2-1, along with actual GNP, for the period 1948.63. 12/ 

THE CONFLICT BETWEEN ECONOMIC 
GROWTH AND FULL EMPLOYMENT 

For most of the postwar period prior to 1957 the Canadian economy 
operated either at full employment or at a rate of output in excess of full 
employment as defined by our estimate of potential GNP 13/. The only time 
during this period that the actual level of GNP fell short of its full- 
employment potential for more than a single quarter was during 1954 and the 
first quarter of 1955. Following the 1957 downturn the GNP gap persisted 
throughout the period for which estimates were made. The gap reached a 
maximum of over 9 per cent of potential GNP in the first quarter of 1961, 


and averaged more than 7 per cent of potential output in 1962 and 1963. 


The size of the short-run GNP gap between 1957 and 1963 actually understates 
the cost of unemployment, in terms of output forgone over this period. This is 
because potential output is related to, or is to a certain extent dependent on, 


demand conditions, and hence the size of the GNP gap in the past. For example, 
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had the economy continved to operate at approximately full employment between 
1957 and 1962, the level of output which the economy would have been capable 

of vroducing in 1963 without generating inflationary pressures would have been 
higher than the potential GNP estimate. Had satisfactory levels of agzrerate 
demand prevailed between 1957 and 1962, capital investment would have been 
nigher than in fact it was, with the result that the productive capacity of 

the economy at full employment in 19635 would have been higher. The canital 
stock, however, is not the only determinant of potential GNP that can be affected 
py the economy's past performance. Growth of the labour force in Caneda is 
influenced by net migration which in turn reflects economic conditions in this 
country and abroad, and by the ability of the Canadian economy to absorb 
immigrants. The much lower level of immigration and the higher emigration that 
eftees the period after 1957, compared to the earlier postwar period, while also 
reflecting changing economic and political conditions abroad, was in part a con- 
sequence of reduced employment opportunities in Canada. Potential GNP would 
have grown more rapidly had growth of the labour force, and hence the supply of 


labour, been more rapid. 


The effect of persistent unemployment on the growth rate of potential GNP 
can be illustrated by comparing two projections of potential GNP. The first 
assumes a utilization rate of 95 per cent, a rate somewhat better than that 
achieved in the late 1950's and early 1960's; the second assumes that potential 
GNP is fully achieved. These projections show that the growth rate would have 
been about 0.4 percentage points higher per annum if full utilization had been 


maintained 14/. 


Later, when we discuss how difficult it would be to increase the growth 
rate by other methods, the importance of maintaining full employment will become 


even clearer. 


We do not deny that it is possible to achieve full employment in a way that 


s inimical to economic growth. A government bent on maximizing current con- 


fe 


sumption could no doubt devise means to repress investment as output and employ- 


ment expanded. But in the normal course of events, an increase in employment and 
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output will enhance the growth of potential output because the absolute level 
of real investment will tend to rise, that is to say, if the saving and invest- 
ment habits of the nation remain unchanged, the full-employment, potential- 


output path will lie above the path achieved with excess unemployment. 


What about policies designed to raise the rate of growth after full employ- 
ment is achieved? Will the adoption of these policies, which we discuss in 
Chapter 4, tend to jeopardize the maintenance of full employment itself? Will 
a more rapidly growing economy be more or less subject to cyclical fluctuations 


in aggregate demand? 


At first glance, it would appear that a high growth economy, because it 
would be a high investment economy, would be subject to greater instability than 
would a low growth and low investment economy, because investment demand is less 
stable than consumption demand. On the other hand, the momentum of a high growth 
economy will be greater, and long-term expectations will consequently be more 
favourable to the stability of investment. In a high growth economy, the future 
will be given more weight than the present in arriving at investment decisions. 
If firms expect the high growth path to be quickly restored, they will be less 
likely to cut back ives teetit during recessions. In addition, for reasons to 
be discussed in Chapter 4, in a high growth economy the propensity to save will 
be high and the built-in stability of the system will be greater. A given change 


in investment will therefore have less impact upon income and employment. 


In view of these considerations, it is not possible to predict the effects 
upon the stability of the economy of adopting policies to increase the full- 


employment growth rate. 


In any case, if increased instability of private demand is a counterpart of 
policies to raise the growth rate, this does not necessarily indicate that there 
is, a trade-off between stability and growth. The more vigorous use of discretionary 
fiscal and monetary policy can fea dhila td ohne fluctuations and keep the 
economy moving along the full-employment growth path. Furthermore, the ates 
expenditure system can be changed, if necessary, to increase its built-in 


stabilizing power. 
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Will a more rapid rate of economic growth lead to an increased level of 
structural unemployment that would necessitate an upward revision in the target 
unemployment rate? In a dynamic economy organized largely along private enter- 
prise lines, the adjustments required of labour and capital to adapt to the 
changes in demand and technology are often great and in many cases painful. 
However, these adjustments are required because the growth of demand for parti- 
cular skills or products has not kept pace with the growth of supply. Stepping 
up the rate of growth in the aggregate will not necessarily increase or decrease 
the extent of these relative adjustments. However, in a high growth economy, 
larger relative adjustments can be accomplished without absolute declines in 


the output of particular products or the necessity to shift particular groups 


of workers. 


Finally, we must consider the argument that periodic recessions, by 
purging inefficient firms and putting pressure upon the profit margins of 
efficient firms, are good for the long-run efficiency and growth of the 
economy. While we agree that a firm that never had its profit position 
threatened might become increasingly tolerant of inefficient practices and 
wasteful expenditures, we believe that such pressures will be nPoudit about 
by the forces of competition both foreign and domestic, and by those changes 
in relative demands and technology that occur in a dynamic economy. Aggregate 
stability can, and indeed usually will, conceal instability of the demand for 
the products of particular firms and industries. These, together with com- 
St aieies Sant arin. will eliminate inefficiency when it appears. To tolerate 
general recessions to achieve this purpose is akin to putting the whole 
population on a diet because some individuals are overweight. 


THE CONFLICT BETWEEN GROWTH 
AND PRICE STABILITY 


Because rapid economic growth and full employment are complementary 
goals, any conflict between maintaining full employment and a third goal 
will mean that a conflict will also exist between economic growth and that goal. 
Therefore, to the extent that the limited conflict between full employment 
and price stability cannot be resolved, a conflict will therefore exist 


between price stability and increasing the rate of economic growth. 
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On the other hand, the adoption of a high growth rate policy may help 
to reconcile the objectives of full employment and price stability. If 
productivity and the labour force are growing rapidly, the upward pressure 
upon wages and prices at a given rate of unemployment will be mitigated. In 
other words, policies that increase growth at a given rate of unemployment 
are probably compatible with the goal of increased price stability. Only in 
the case where productivity changes have a greater than proportionate effect 
upon money wage changes will this not hold. 

THE CONFLICT BETWEEN ECONOMIC 
GROWTH AND EQUITY 
To recapitulate briefly what we have said in Chapter 1, the following 


are the essential features of an equitable tax structure: 


1. A comprehensive income tax base that includes virtually all changes in 
the taxpayer's economic power. 

2. A progressive rate structure that imposes greater tax burdens, both 
absolute and proportionate, on those with greater comprehensive tax 
bases. 

De The absence of differentiation among the sources of economic power, 
that is, the same tax treatment for wages, business income, property 
income, capital gains, and gifts and bequests, without regard to the 
source or form of organization through which these increases in 
economic power flow. 

4, Recognition of the family as the basic tax unit, with appropriate tax 
modifications to take into account variations in the particular cir- 
cumstances of the unit. 

Would the imposition of a tax system with these features reduce the rate of 


growth of potential output? 


Taxes on income and consumption reduce the rewards from additional work, 
and presumably the amount of work done. Taxes on personal wealth reduce the 
rewards from saving and investment, and presumably the volume of saving. Saving 
and investment are also penalized, but to a lesser extent, by taxes on income, 


and to an even lesser extent by taxes on consumption. In short, it can be said 
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that virtually all taxes have unfavourable effects on economic growth. But this 

is not a helpful finding. As we have pointed out, the existence of government 

is a prerequisite of growth, and public investment can make a substantial contri- 
bution to growth. On both counts the government requires command over goods and 

services, and the alternative methods of securing this command could be both 


more deleterious to growth and more inequitable than taxation. 


The relevant questions are whether equitable taxes necessarily conflict 
more with growth than do inequitable taxes, and in particular whether the tax 


system we recommend in this Report would reduce economic growth. 


The tax system that provides maximum encouragement to economic growth will 
differ in general from the tax system that maximizes equity, so that there must 
be an ultimate trade-off between growth and equity. However, many inequitable 
tax systems have growth-inhibiting aspects and hence may be inferior to an 
equitable system with respect to the growth objective. The present Canadian 
tax system clearly falls into this class, because it contains a number of 
features inimical to both growth and equity. The modification or elimination 


of these features would therefore help Canada to achieve both goals. 


Of course, not all the specific reforms adopted on equity grounds would 
also have a favourable impact on economic growth. However, the unfavourable 
impact of these reforms on growth, to the extent that they existed, must be 
weighed in the balance against the impact of those reforms that improved both 
growth and equity. In addition, the negative effects upon growth of these reforms 
may be further offset by the adoption of certain specific provisions designed to 


stimulate growth without having much effect, one way or another, on equity. 


This means that the effect of our recommended set of reforms upon growth 
must not be evaluated piecemeal, but rather that their overall impact must be 
assessed. We have already mentioned that the taxation of capital gains is 
required if equity is to be achieved. Including capital gains in income may 
reduce, we might assume, the incentive to invest in risky projects. But by 
reducing the taxes on some corporate source income, by allowing the write-off 


of capital losses, and by removing most of the restrictions on the deductibility 
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Equity requires that we rely heavily on income taxation. The taxation 
of income reduces the source of saving and the return to saving. But by 
allowing individuals to deduct their contributions to retirement savings plans 
from gross income, and by allowing them to defer taxation on the current earn- 
ings of the assets of such plans, the attractiveness of this form of saving, 
and presumably the volume of saving, could be increased. By extending the 
limits established on the contributions to such plans, an income tax could 


be converted into a consumption tax. 


Taxes on income make leisure more attractive; but by allowing working 
women with young children a deduction from income to help defray the cost of 


child care, it is possible to encourage wives to enter the labour force. 


These are examples of compensatory changes in the tax system that would 
offset the negative effects of other changes on the rate of growth. Some of 
them are also desirable on equity grounds. We are convinced that the adop- 
tion of a more equitable tax system with such features would not reduce Canada's 


rate of growth and would probably increase it. 


Finally, we want to emphasize that set ntalokie full employment will in- 
crease the rate of growth of potential output of the Canadian economy. Later 
we shall discuss how the tax system might be used to assist in maintaining 
full employment. If the resulting rate of growth is judged to be inadequate, 
it will be possible to increase the growth rate still further. In Chapter } 
we outline a number of steps that might be taken for this latter purpose, 
including some changes in the tax structure. These high growth tax policies 
would, we are convinced, reduce somewhat the basic fairness of the tax 
system and would impose other costs. Certainly before they were adopted 
they should be subject to extensive public scrutiny and discussion. We 
believe it would be a serious mistake for us to set a target growth rate 
and propose tax measures that purported to realize the target. There is a 
reasonable possibility that the growth rate achieved at full employment with 
an equitable tax system would be accepted as adequate. Before a higher rate 
is fixed as a target, the public should be made aware of the costs that 


would be involved in realizing it. 
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We have already spoken of the costs in terms of a less equitable tax system: 
but this is by no means all. To increase the full-employment growth rate would 
require Canadians to accept one of three alternatives. The first would require 
a lower rate of unemployment and a higher rate of price level increase. The 
second would require the sacrifice of current consumption for greater future 
consumption, or the sacrifice of leisure for more work. The third would require 
an even greater reliance on foreign saving than in the past. If this last 
alternative resulted in the transfer of an even greater share of our future 
output to non-residents and to increased foreign control, this course might be 
unacceptable to Canadians. Achieving a rate of growth above the present 
potential full-employment growth rate involves costs, and Canadians should be 


made aware of just how much this extra growth would cost. 
CONCLUSIONS AND RECOMMENDATIONS 
CONFLICTS AMONG OBJECTIVES 


1. There are unavoidable conflicts between some objectives and, because 
various people will assign different weights to different objectives, 
there will always be disputes about policies. But policies are often 
inefficient, in the sense that one or more objectives could be realized 


more completely without sacrificing other objectives. 


2. Inefficient policies arise from diagnostic errors, erroneous views about 
the extent to which one objective will have to be forgone in order to 
realize another more completely, and failure to use all the policy instru- 
ments available. To avoid conflicts there have to be as many policy 


instruments as there are objectives. 


3. The tax-expenditure system can provide a whole set of policy instruments. 
This often makes it possible to resolve conflicts among objectives within 


the system by adopting compensating policies. 
UNEMPLOYMENT AND PRICE STABILITY 


4. There is a zone of conflict between unemployment and price stability. When 


the rate of unemployment is greater than } per cent on a seasonably adjusted 
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basis, policies that reduce unemployment to k per cent are unlikely to 
result in higher rates of price increase. When unemployment is less than 
3 per cent, attempts to reduce unemployment are unlikely to be successful 
and will probably result in rapidly rising prices. We recommend that for 
the time being a national unemployment rate of 3.5 per cent should be 
adopted as a target. If aggregate demand is carefully controlled so that 
this target is approached gradually, if specific measures are adopted to 
eliminate sectoral bottlenecks, if a strong line is taken against those 
responsible for cost-push inflation, and if world prices do not rise more 
rapidly than they have in the recent past, the consumer price index should 


not increase by more than 1.5 per cent to 2 per cent a year. 


With a national unemployment rate of 3.5 per cent there will be some regions 
with substantially higher rates, in particular, the Atlantic Provinces, 
Quebec, and British Columbia, until structural unemployment is reduced. 
Increasing aggregate demand to reduce unemployment in these regions to 

5.5 per cent would result in rapidly rising prices in Canada. The reduction 
of structural unemployment requires specific long-term measures; but these 
measures will be much more effective if there is adequate aggregate demand. 
The long-term remedies are relocation and rehabilitation. The latter 
includes provision of social capital, the encouragement of private industry 
where economies of scale and agglomeration can be achieved, and the pro- 


vision of adequate finance for new firms and industries. 


As the problems of structural unemployment and its twin, structural inflation, 


are resolved, the national target rate of unemployment should be lowered. 


We recommend that the government should periodically review the tax system 
and its transfer payment programmes to ensure that those on low, fixed 
incomes share in the fruits of Canada's economic growth. With a consumer 
price index that is expected to rise: between 1.5 per cent and 2 per cent a 
year, these people will become progressively worse off unless action fa 
taken. We shall recommend a system of tax credits to offset the tax at 


the lowest income bracket. These credits should be increased from time to 
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time to offset the gradual reduction in real income suffered by those with 
fixed or low incomes as a result of the upward creep of prices. We are 
strongly opposed, however, to automatic adjustments tied to price indices, 

for this would impair the power of the tax system to stabilize the economy. 
Taxes should be levied on current dollar income. Gains in the prices of assets 


that result from inflation should be taxed in the same way as all other gains. 
ECONOMIC GROWTH 


S. Estimates of the changes in potential GNP provide the best measure of 


Canada's economic growth. 


Ge Actual GNP increased more slowly in the period 1957-64 than in the previous 
decade. While often described as a period of "slow growth", the basic problem 
was inadequate demand. There was a substantial gap between actual and 
potential GNP. Many of the policies adopted were ineffective because of the 
faulty diagnosis of this problem. Better vocational training and more research 
are policies that will increase productivity and slowly raise potential GNP; 
but they are no substitute for fiscal and monetary policies that will 
increase aggregate demand in the short run. 

THE CONFLICT BETWEEN ECONOMIC 

GROWTH AND FULL EMPLOYMENT 

10. The shortfall between actual and potential GNP provides a measure of the 
enormous costs of unemployment in terms of the output that is forever lost. 

To these costs should be added the human misery that accompanies widespread 
and protracted unemployment. Moreover, the GNP gap understates the economic 
cost; for when the economy is operating below capacity the rate of capital 
formation is reduced, and the population gain from migration is lower. 


These changes reduce the rate of increase of potential GNP. 


11. We conclude that there is no conflict between the maintenance of full 
employment and a high growth rate. Indeed, full employment is a necessary 


precondition for the realization of the latter. 


THE CONFLICT BETWEEN ECONOMIC 
GROWTH AND PRICE STABILITY 


12. Because the objectives of full employment and price stability are, to some 


extent, in conflict, and because the maintenance of full employment is a 
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precondition for a rapid rate of economic growth, there is a limited 
conflict between a high rate of growth and price stability. But ata 
given level of unemployment, increasing economic growth through policies 
designed to stimulate the supply of factors of production and their 


productivity will probably reduce the upward pressure on the price level. 


THE CONFLICT BETWEEN 
ECONOMIC GROWTH AND EQUITY 


13. 


ah. 


15 


16. 


17. 


18. 


All taxes are likely to reduce economic growth; but many of the government 
expenditures financed by these taxes make an essential contribution to the 
growth of the economy. Other methods of financing government expenditures 


would probably have a more deleterious effect on economic growth. 


The relevant question is not whether taxes reduce the rate of growth, but 
rather whether equitable taxes conflict with the growth objective more than 


inequitable taxes. 


A tax system designed specifically to achieve the highest rate of growth 
would probably be considered highly inequitable. However, many inequitable 
provisions in the present tax system are also inimical to economic growth. 
These provisions can be eliminated and thereby both objectives can be achieved 


more completely. 


If such costless increases in the rate of economic growth are achieved, it 
is then possible to adopt provisions to improve equity (even though such 
provisions would tend to reduce the rate of economic growth), without on 


balance suffering any reduction in the growth rate. 


Specific provisions that would increase the equity of the tax system, but 
that would tend to reduce the rate of growth, often can be compensated for 
by adopting other provisions that would be favourable to growth without 


affecting the fundamental fairness of the system one way or the other. 


It is essential, in evaluating the effects of our proposed tax reforms, that 
they be considered as a package rather than piecemeal. It is their overall 


impact on the rate of growth that is important. 
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Historically, stock prices have risen more rapidly than consumer prices, 
as we discuss later in the Report. Probably the attempt to hedge against 
inflation by buying common stocks has, among other factors, helped to 
generate a gain in share prices that has more than offset the general rise 


in prices. 


The adjustment for unemployed resources in the potential growth concept does 
not take into account the effect of this year's unemployment on next year's 
supply of resources. For example, if some part of the nation's capital 
equipment stood idle in a particular year, firms would probably refrain 

from adding new equipment; and they might not even replace ecui pment worn 

out during the year. As a result, the level of potential output in sub- 
sequent years would be reduced relative to what it would have been if 

capital formation had not been retarded. The potential output measure treats 
bygones as bygones. Had the economy not departed from full-capacity utiliza- 


tion throughout the period, the potential growth path would be higher. 


We would have preferred to have used net rather than gross national product 
because we are unwilling to consider a situation in which the capital stock 
is being run down as one where welfare is increasing. The precariousness 


of the available capital consumption measures forced us to settle for GNP. 


A capsule summary of the effects of several different policies is as follows: 

1. Policies to stimlate domestic investment without affecting the relative 
importance of foreign savings in the financing of that investment will 
reise the growth rate of both measures. 

2. Policies that stimulate foreign investment and represent a net addition 
to total investment will raise both growth rates, but will raise the gross 
domestic product growth rate by more than the GNP growth rate. 

3. Policies that replace foreign savings with national savings, while holding 
domestic investment constant, will stimulate the growth of GNP without 
affecting the growth of gross domestic product. An example of such a 
set of policies would be a devaluation of the exchange rate coupled with 


@ tax increase to raise the national savings rate. 


11/ 


3/ 


pi 


The extent to which potential GNP exceeded actual GNP during the recent 
past depended on (a) the quantity and quality of unemployed labour and 
capital, (b) whether the unemployed inputs would have been absorbed into 
industries with below average or higher than average productivity, (c) the 
changes in relative factor costs and product prices that would probably 
occur with a closing of the gap, and (d) the re-allocation of resources 
induced in all sectors of the economy by cost price changes. See Michael 


E. Levy, Fiscal Policy, Cycles and Growth, New York: The National 


Industrial Conference Board, 1963, p. 60. 


The derivation of the measure of potential GNP is explained in detail in, 
T. A. Wilson and N. H. Lithwick, The Sources of Economic Growth, a study 
published by the Commission. As discussed in the study, the estimates of 
potential output are based on a technique that differs from that used by 
the Economic Council of Canada as reported in B. J. Drabble, Potential 
Output 1946 to 1970, Staff Study No. 2, Economic Council of Canada, Ottawa: 


Queen's Printer, 196}. 


We wish to make it clear that the potential output we measure is not the 
maximum output which the economy is capable of producing. Like the indi- 
vidual firm, the economy as a whole can and has produced, for short periods 

of time at a rate higher than can be sustained over longer periods. The 
individual firm can operate at more than 100 per cent of its capacity by 
eur sharply increasing unit costs. Similarly, the economy as a whole 
can operate beyond its "capacity" through the use of overtime work, by 
reducing unemployment below the target level, by drawing in marginal 

members of the labour force, and by insufficient provision for the maintenance 
of equipment. During such periods there will be inflationary increases in 


prices, 


1h4/ See T. A. Wilson and N. H. Lithwick, The Sources of Economic Growth, op. cit. 
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CHAPTER 3 
FISCAL POLICY FOR STABILITY 


Changes in the tax-expenditure system including government transfer 
payments can be used at the discretion of the government to offset excesses 
or deficiencies of private demand. In addition, the tax-expenditure system 
automatically reduces the impact on output of fluctuations in private de- 
mand. The purpose of this chapter is to consider whether the tax-expenditure 
system, when used in conjunction with other policy tools, can make a greater 


contribution to the achievement of full employment and price stability. 


In Chapter 2 we defined full employment to exist when the unemployment 
rate is 53.5 per cent. We also said that with good management we expect the 
consumer price index to increase at an annual rate of between 1.5 per cent 
and 2.0 per cent and domestic wholesale prices to be virtually constant if 
this unemployment rate is maintained, unless the structure of the economy is 
changed or the rate of change of foreign prices differs from that of the past. 
For purposes of this discussion we shall define this 1.5 per cent to 2.0 per cent 


per annum rate of price increase as relative price stability. 


Because the objectives of price stability and full employment will be 
in conflict when the unemployment rate is between 3 per cent and 4 per cent, 
our choice of targets may not be universally accepted. Some might prefer a 
higher unemployment rate if it meant a lower rate of price increase; others 
would accept a higher rate of price increase if it meant less unemployment. 
However, the precise target selected is not particularly important for the 
present discussion; what is important is that there are heavy social and 
economic costs with no offsetting advantages if the unemployment rate is 
outside the 3 per cent to 4 per cent range. The level of aggregate demand 
must be controlled so that the unemployment rate does not move outside 
this range. In addition, having selected a target unemployment rate within 
the range, aggregate demand mist be controlled so that even within the range 


the deviations from the target are both small and of short duration. 
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THE EXISTING FISCAL POLICY WEAPONS 


The most important federal tax weapons for countering economic in- 
stability are the personal income tax and the corporate income tax ie The 
most important transfer payment programme for stabilization purposes is the 
unemployment insurance system, although the existence of other transfer 
programmes and subsidies increases the inherent stability of the system. 

All these measures, together with the general expenditure programmes of 
the government, are important for stabilization policy; some are most effec- 
tive as automatic stabilizers, others are useful for discretionary policy 


as well. 
Built-in Stability 


The characteristics of the tax-expenditure system tend to reduce the 
impact on the economic system of fluctuations in demand. This reaction of 
the system to changes in the demand for output is known as built-in stability. 
When autonomous demand declines, incomes will decline Kee This income de- 
cline in turn will lead to declines in consumer purchases and the accumla- 
tion of inventories that further lower income. A chain of income declines 
is therefore set in process by the initial decline in demand. Each succesive 
decline will diminish in strength, however, because some portion of the 
decline in income results in a decline in saving, in reduced tax payments, 
or in reduced imports rather than in reduced demand for domestic goods. 

These three leakages limit the process, which is known as a multiplier 
process. The response of incomes to an initial increase in demand will 

be subject to a similar multiplier process. The extent to which an initial 
change in autonomous demand is multiplied through its effects on consumption 
and income will depend on these leakages. If the leakages are large, the 
multiplier will be low and the economic system will have a great deal of 
resistance to changes in demand; that is, the built-in stability of the 
economy will be high. If the leakages are low, the miltiplier will be high, | 
because a given change in income will lead to a larger change in consumer 


expenditures on domestic output. 
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The Canadian economy has a high degree of built-in stability for 


three reasons: 3/ 


1. 


Because imports are important to both consumers and business, changes 
in income and expenditure lead to a relatively large change in imports. 
For a one-dollar change in consumer expenditure the import leakage 
accounts for about $0.20. For a one-dollar change in fixed capital 


formation of businesses the import leakage accounts for about $0.30. 


Because corporations tend to maintain stable dividend payments, swings 
in corporate income affect corporate retained earnings (net business 
savings) rather than dividends. Because corporate income is more 
volatile than other forms of income, this saving leakage is parti- 
cularly important. It is estimated that at least $0.10 of a one- 
dollar change in gross national product (GNP) is absorbed by changes 


in after-tax corporate retained earnings. 


The tax-expenditure system absorbs a large portion of income changes. 
This is due to the overwhelming importance of those taxes that vary 
with changes in income and expenditure, and the relative unimportance 
of other taxes. In addition, the unemployment insurance system auto- 
matically increases government disbursements and reduces government 
receipts if the income reduction leads to the unemployment of workers. 
As indicated below, it is estimated that $0.31 of a one-dollar change 


in GNP is absorbed by the tax-expenditure system. 


Changes in government expenditures can, of course, initiate the mlti- 


plier process; changes in tax rates, by changing private expenditures, will 


also do 80, 


As a result of these leakages the multiplier is relatively low for 


Canada, the precise value depending upon the particular type of tax or ex- 


penditure change that initiates the process and also the time period over 


which the impact is considered. 
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Two estimates of the effects of tax cuts and expenditure increases 
upon GNP and the federal deficit were made. The first, shown in Panel A 
of Table 3-1 is based on the assumption that only consumer expenditure and 
imports respond to the fiscal stimmlus; no allowance is made for any change 
in investment or in provincial and municipal government expenditures. These 


estimates must therefore be regarded as being on the conservative side. 


The second estimate, shown in Panel B of Table 4-1, allows for a 
moderate investment response; net investment is held constant but replace- 
ment investment is assumed to expand in proportion to GNP. In addition, 
provincial and municipal expenditures are assumed to increase with any 
increase in their revenues, that is, the provincial-municipal deficit is 
held constant, whereas in Panel A of Table 4-1 their expenditures were 


held constant. 


TABLE 3-1 


ESTIMATED SHORT-RUN EFFECTS OF TAX-EXPENDITURE 
CHANGES ON GNP, FEDERAL GOVERNMENT REVENUES AND THE DEFICIT 


Induced Change 
in Government Re- 


Initial Increase Minimum Induced venues as Result Net Change 
in Deficit Change in GNP of Change in GNP in Deficit 
Panel A. Allowance for Change in Consumer enditure and orts Onl 


Personal Income Tax 
Cut of $1.00 1.21 0.31 0.69 


Government Expenditure 
Increase of $1.00 1.44 0. 37 0.63 


Panel B. Allowance for Change in Consumer Expenditure, Imports, Replacement 


Investment, and Provincial and Municipal Government Expenditure 


Personal Income Tax 
Cut of $1.00 1.59 0.40 0.60 


Government Expenditure 
Increase of $1.00 pie, « 0.48 Ouse 


Source: Appendix D to this Volume, Table D-2. 
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It can be seen that changes in government expenditures are estimated 
to provide a more powerful short-run stimulus than personal income tax cuts. 
This is because the tax change is subject both to initial saving and import 
leakages while the change in government expenditures will be subject only 
to a relatively small initial import leakage. The change in government 
revenue resulting from the change in GNP induced by a one-dollar tax cut 
is about $0.31, so that the initial change in the surplus or deficit of 
$1.00 is reduced to $0.69 after the multiplier process has worked itself 
out. Because a change in government expenditure induces a bigger change 
in GNP the resulting change in government revenue is even larger, $0.37, 
so that the net effect on the surplus or deficit is only $0.63 per dollar 


of change in expenditures. 


Not all taxes and transfers make an equal contribution to the built-in 
stability of the economy. The effectiveness of any tax as a built-in 
stabilizer depends on the proportion of any change in GNP absorbed by the 
tax (a leakage). This proportion in turn depends on the size of the re- 
venues raised by a particular tax and the elasticity of its response to 
changes in GNP h/. Table 5-2 presents estimates of the fraction of GNP 
changes absorbed by different taxes and transfers. What stands out is the 
overwhelming importance of the personal and corporate income taxes. Al- 
though the latter is virtually a flat tax on income, the great sensitivity 
of corporate income to changes in GNP leads to a substantial change in tax 
revenues as GNP changes. The large personal income tax response, on the 
other hand, is due to the large elasticity of the tax revenues to changes 
in personal income, even though personal income responds sluggishly to GNP 
changes. While the contribution of indirect taxes generally is somewhat 
less, they still absorb a substantial fraction of a change in GNP. Taken 
as a whole, the existing federal tax system makes a substantial contribu- 


tion to built-in stability. 
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TABLE 4-2 
ESTIMATED PROPORTION OF A CHANGE IN GNP 
ABSORBED BY THE TAX-EXPENDITURE SYSTEM, 1962 a/ 


Leakage Fraction of Change 
In GNP Absorbed 


1. Federal Unemployment Insurance 
(Contributions and Benefits) 0.045 
2. Federal Tax System 


Personal Income Taxes 0.059 
Corporate Income Taxes 0.079 
0.048 


Indirect Taxes ‘ 
Total Federal Tax-Expenditure System Que) 
3. Provincial and Municipal Revenues 0.075 
Total Government Taxes and Expenditures | 0.506 


a/ Import leakage is excluded. It is assumed that capital 
consumption allowances are fixed in the short run. 


Source: Appendix D to this Volume, Table D-~1. 


The expenditure system makes a much smaller direct contribution to 
built-in stability because unemployment insurance payments are the only 
major transfer payments that are sensitive to changes in GNP. The con- 
tribution of the unemployment insurance system to the built-in stability 
of the system as a whole is somewhat lower than that of any of the major 
taxes, although increasing the contributions, benefits and coverage of 
the unemployment insurance system would undoubtedly increase its contribu- 


tion to built-in stability. 


The automatic fiscal stabilizers effectively reduce fluctuations in 
the economy; but they are not an unmixed blessing. They have the following 


important characteristics; 


1. They will cushion, but they cannot by themselves reverse, a deviation. 


Once the economy has deviated in either direction from full employment, 
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discretionary changes in taxes or expenditures are required to re- 
turn to full employment unless there is an offsetting change in 


private demand. 


The more effective the automatic stabilizers, the less effective dis- 
cretionary policies wiJl be. The automatic stabilizers do not 

discriminate between income changes that are destabilizing and those 
that are the result of stabilization policy. Discretionary policies 
must therefore be stronger the greater the built-in stability of the 


system. 


Most of the built-in stabilizers tend to stabilize income at a fixed 
level rather than around the rising trend of full-employment output 
that is characteristic cf a growing economy 5/. int Hlnns that they 
tend to reduce the rate of increase of money income that accompanies 

a rapidly rising price level when the economy has excess demand; they 
are therefore a bulwark against inflation. However, the more effective 
the automatic stabilizers are in preventing increases in income, the 
more difficult it will be for the output of the economy to grow. Here 
too, the stabilizers act as an indiscriminate brake on the increasing 
income, steer the increase in income is the result of increasing 
prices that should be suppressed or of increasing output that should 


be encouraged. 


Uniebe offset by discretionary tax changes, the built-in stabilizers 
will tend to produce larger and larger revenues at full employment. 
government expenditures rise to match these additional revenues, or 
taxes are cut, aggregate demand will be reduced by the tax system. 
Unless the contribution of other sectors to aggregate demand is growing 
at a rate sufficiently above the rate of growth of potential output, 
the resulting revenue drag will repress the growth of actual output 
below that of potential output, with under-employment and under- 


utilization of capacity as a result. 
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Therefore, there is clearly a need for discretionary changes in the 
fiscal system to supplement and offset the built-in behaviour of the tax 


structure. What instruments are best suited for this purpose? 
Discretionary Policy 


After weighing the evidence and assessing the political as well as the 
economic problems involved in the use of pret irae fiscal policy, we have 
reached the conclusion that changes in personal income tax rates or credits 
are beyond question the most effective single tocol for discretionary stabi- 
lization policy. This does not mean that the other tools can be discarded; 
in some situations the imposition of taxes on capital expenditures, changes 
in the capital cost allowance rates, and changes in sales or excise taxes 
might be useful. But, by and large, situations of deficient or excess de- 
mand that threaten to move the economy toward extreme unemployment or 
excessive rates of price increase should be countered primarily by changes 
in the personal income tax. We discuss below alternative discretionary 
tax changes and the reasons why the personal income tax is superior as a 


general instrument of fiscal policy. 


Changes in Sales and Excise Taxes. Frequent use of changes in sales or 
excise taxes will lead to speculative anticipation of such actions. For 
example, if people expect sales taxes to be cut during a recession, they 

may postpone purchases of durable goods in order to wait for the lower 

prices resulting from the tax cut. Needless to say, this postponement 

will contribute to any recessionary tendencies. The reverse situation of | 
anticipating a tax increase would contribute to any inflationary tendencies. 
In addition, the use of increases in these taxes to fight inflation exerts two 
opposite effects on the price level. On the one hand, the hoe eecket, taxes 
reduces demand, and hence helps to eliminate inflationary pressure. On the 


other hand, the increase in taxes exerts an upward cost pressure on prices. 


Changes in Corporate Income Tax. Changes in corporate income taxes are 


likely to have a delayed impact on the investment spending of corporations 
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and the lag is probably highly variable. The followings factors also mst 


be taken into account: 


ks 


A tax rate change that is known to be temporary will not affect signi- 
ficantly the expected rate of return on planned capital-intensive 


projects. 


eee 


— 


j During a period of rising unemployment when corporations have excess 


capacity, it will be difficult to induce them to make additions to 
capacity by reducing the rate of corporate income tax, especially in 
the short run. The only sure way of inducing them to expand capacity 


is by increasing the demand for their output. 


For corporations that have already accumulated the funds to finance an 
addition to capacity, and whose directors are convinced that they will 
be unable to meet future demand unless steps are taken immediately to 
put additional capacity in place, raising corporate taxes on a tempo- 


rary basis is unlikely to deter the expenditure. 


Many capital-intensive projects have a long gestation period so that, 
once begun, they sre difficult to turn off, regardless of what is done 


to the rate of corporate income tax. 


A substantial proportion of Canadian dividends flows to non-resident 
direct investors who obtain credit for Canadian corporate taxes and 
withholding taxes against their domestic tax liabilities. Reducing 
Canadian corporate taxes in these cases will not change the after-tax 
position of the parent company but will only increase the revenues of 


foreign governments. 


The corporate income tax modifications introduced in. the 1966 Budget, 


deferred depreciation, and the temporary refundable tax on cash flow, re- 


present imaginative attempts to use the corporate income tax for the 


stabilization of investment. However, we believe a temporary tax on 


investment spending would be a simpler and more effective way of achieving 


this end. 
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Changes in Personal Income Tax. The impact of a change in personal income 
tax upon the take-home pay of workers is quick. There are, moreover, no 
serious technical obstacles to the rapid translation of changes in personal 
tax rates into new rates of withholding tax. However, the full response of 
consumer expenditures to a tax change will take some time, both because 
consumers do not immediately adjust their expenditures fully to a change 

in income, and because changes in consumer expenditures themselves affect 
income with some delay, that is, the vorkis out of the miltiplier process 
itself takes some time. The evidence indicates that consumers make a fairly 
substantial adjustment to a change in disposable aelohi within one quarter— 
with 60 per cent of the ultimate response being achieved. A substantial 
fraction of the initial response represents durable goods purchases, which 
is in accord with a priori expectations. Furthermore, the evidence indicates 
that the reaction of consumers to tax-induced changes in income is similar 


to their reaction to other changes in income. 


The precise speed of reaction of production to a change in final demand 
is more difficult to measure. For the service industries, the lag is obvi- 
ously zero, since production and consumption are synchronous events. For 
purchases of goods, there is likely to be some lag, because producers can 
sell goods out of inventories. The lag in production is probably longer 
for most dovenne goods than for most non-durable goods. Evidence in the 
United States indicates that even for durable goods the response is reason- 
ably rapid—with 60 per cent of the response of production to a given change 
in sales taking place within one quarter, and over 80 per cent after two 


quarters have elapsed 6/. 


However, a portion of the eventual change in value added is produced 
in industries one or more steps removed from the ultimate consumer (for 
example, auto firms will order steel). Consequently, the lags may be longer 
than suggested above. On the other hand, to the extent that producers anti- 
cipate expected changes in sales in their order-placing and inventory- 


stocking behaviour, the lags will be reduced. 
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We have estimated the time pattern of GNP responses to a given tax 
change on the reasonably conservative assumptions that the production 
response lagged one quarter behind the change in final demand, that is, 
that any change in demand is reflected in inventories in the first quarter, 
and that producers expand production the following quarter to match the 
increase in sales. The pattern we obtained indicated that 40 per cent of 
the GNP response was achieved by the end of two quarters, and 66 per cent 
within the year. If some allowance is made for inventory responses, 70 


per cent of the adjustment is achieved within one year. 


This result, which suggests that the response of the system to changes 
in tax rates is reasonably rapid, is confirmed by an analysis of the recent 
United States tax cut, and by the evidence provided by a quarterly econo- 


metric model in the United States 7/. 


Finally, personal tax changes can be designed to affect all income 
groups, or primarily those at particular income levels, depending upon the 
desired impact on expenditures. A greater impact would result if the tax 
change were directed solely toward those in the lower income groups; this 
follows because those with low incomes tend to spend nearly all of a change 
in income. The tax change would therefore be almost completely reflected 
in the change in consumer expenditures. But while it would be easy to lower 
the taxes of those with low income when a stimulus was required, it would 
be difficult to place the full burden of tax increases upon this group when 
it became necessary to reduce excess demand. If the change is to be revers- 
ible we believe an equal percentage change in the tax burden of all taxpayers 


is probably the most politically feasible technique 8/. 


Changes in Government Expenditures. In the past, the time required to plan 


and institute new expenditure programmes has reduced their usefulness for 
stabilization purposes. Plans conceived and executed in haste are likely to 
be of a non-productive or vote-buying nature. Such expenditures tend to 


discredit stabilization policy. 
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The institution of special expenditure programmes to help cure reces- 
sions under the existing budgetary process should be avoided unless the 
recession is particularly severe. For the present, therefore, we recommend 
that accelerating or slowing down expenditure increases on existing pro- 


grammes only be used for stabilization purposes. 


The development of longer term budgeting, particularly for capital 
expenditures, would permit much more effective use of government expendi- 
tures for stabilization purposes. However, the exploration of these pos- 


sibilities would lead us far beyond our terms of reference. 
General Versus Specific Policies 


We have recommended that discretionary fiscal policy should place heavy 
reliance upon changes in the personal income tax. Across-the-board cuts or 
increases in this tax are an excellent example of a general stabilization 
weapon. By affecting the disposable income of consumers in all income groups 
in every region of the country, such changes will have very widespread 
effects upon consumer demand for goods and services. Furthermore, the 
variations in consumer demand will, through their impact upon sales and 


capacity utilization, affect producers' investment plans. 


This is not to argue that each region or each industry will be equally 
affected by the change in tax. The short-run response of consumers ! spend- 
ing on durable goods is greater than that of their spending on services; 
the demand for food is unlikely to be affected as much as the demand for 


automobiles. 


This uneven, but general, impact is quite desirable, however. Those 
industries and regions that will reap the greatest benefit from a tax cut, 
for example, will also be those most affected by the recession; auto workers 
ce frequently laid off in recessions, farm workers usually are not. 
Similarly, the locus of inflation has typically been in those sectors 


with the greatest cyclical responses to increases in incomes. These are 
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precisely the sectors that would feel the bite of an anti-inflationary tax 
increase. In addition to the discretionary use of the perscnal income tax 
as a stabilizer, specific temporary excise taxes should be levied in those 
instances where severe bottlenecks are creating inflationery pressure in 


the durable goods and construction sectors of the economy. - 


Are other specific policies necessary? Are policies which seek to 
regularize volatile expenditures, notably investment expenditures, useful? 
Included among the specific levies we have considered are the following: an 
investment tax on fixed capital expenditures of businesses, variable depreciation 


allowances, and an investment reserve modelled along Swedish lines. 


We have reached the conclusion that the first two would be useful in 
containing an investment boom in which serious inflationary pressure within 
the capital goods industries was being generated by the pressure of demand. 
In such a situation, a tax on capital expenditures can be levied in order 
to lower the demand for capital goods. As part of our proposed system of 
corporate income taxation we have indicated how a system of investment taxes 
could be instituted for this purpose. Because an investment tax directly 
increases the cost of the investment, it has a major and direct effect on 
the expected rate of return and a minor effect on cash flow. Accelerated 
capital cost allowances could be temporarily instituted or rescinded, or 
normal rates reduced, to achieve a similar effect on the rate of return, 
but in this case the effect is indirect by changing the cash flow and the 
need of the business to use external sources of financing. Although changes 
in capital cost allowances can therefore have a relatively greater effect 
on the cash position of the business, we think an investment tax would 
usually be preferable because of its more direct impact on the cost of 


investment. 


We do not believe it desirable or necessary for either of these policies 
to be used routinely as a part of stabilization policy. Unless bottlenecks 
in the capital goods industries exist, more general means of controlling 


demand are usually in order. The state of the foreign exchange reserves 
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permitting, a tight monetary policy may be effective by itself in reducing 


capital expenditures when bottlenecks exist. 


We carefully examined the Swedish investment reserve scheme, and agree 
with the views of its critics ox. While this plan may help to level out 
fluctuations in capital expenditures, it provides a subsidy to capital in- 
vestment that is geared to past income rather than future prospects. It 
discriminates against new and growing firms. We therefore believe it to be 
inefficient. We feel that if a mending to investment is desired it should 
be designed as part of a policy for economic growth, and should not be a 
side effect of a stabilization scheme. As we have fnatented above, when 
there is excess productive capacity generally, what is needed is an increase 
in final demand. Subsidies to create more capacity are probably not a 


sensible means to this end. 


An investment reserve without the subsidy features of the Swedish plan 
could be designed, although it would be difficult to design one that would 
have a neutral impact on firms in different circumstances. We feel, however, 
that until the existing kit of tools has been properly tried and found want- 
ing there is no need to implement a scheme for smoothing capital expenditures. 
Changes in personal income taxes, specific excise taxes when bottlenecks in 
the durable goods sector arise, an investment tax to curtail investment when 
the capital goods sector is generating inflation, and the speeding up or 
slowing down of the growth of government expenditures should be adequate 


for the task of stabilization. 


Finally, we must deal with the question of whether, when there is 
general unemployment, stabilization policy should be deliberately geared 
for maximum impact in those regions or industries where demand is weakest, 
It is our view that the disadvantages of gearing short-run expansionary 
policy to specific regions and industries far outweigh the advantages. As 
we have stated earlier, persistent structural problems are best given con- 
sistent and long-term remedies. Temporary or mild regional and industrial 


difficulties do not warrant interference with the market processes that 
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adjust particular demands to available supplies through changes in relative 
prices. Any attempt to interfere with this mechanism through stabilization 
policy is likely to have a differential impact on different regions and in- 
dustries over time, and to lead to a distorted allocation of resources. 
Furthermore, the operation of such a complicated policy is likely to increase 
the time lags involved in reaching decisions, and to lead to increased pres- 
sure by special interest groups upon the framers of stabilization policy. 
Stabilization policy should be insulated from such pressures; one should 
not seek to adopt an approach that will increase them. Our basic approach 
is that to reduce unemployment, general expansionary techniques should be 
adopted. If inflationary pressures develop in broad sectors of the economy, 
the brakes should be applied to those sectors if the national full-employment 
target has not been attained. We are opposed to short-term regional or in- 
dustrial pump priming. 
EVALUATION OF FEDERAL FISCAL 
POLICY 1953-63 

We have now briefly described the policy tools available to the federal 
government for maintaining the stability of the economy. The purpose of 
this section is to analyze briefly how well discretionary policy has been 
applied in the past in order to discover what might be done to improve 


future performance. 


When government revenues exceed expenditures, a surplus is created 10/. 
The surplus means that the reduction in private demand brought about by 
taxes has not been offset by public demand. Conversely, when the govern- 
ment runs a deficit, the government is adding to aggregate demand. Changes 
in the surplus over time therefore usually indicate the direction of impact 


of the tax-expenditure system on aggregate demand. 


In this chapter we are looking only at the effects on demand brought 
about by changes in disposable income as a result of changes in taxes and 
expenditures. There will also be liquidity and interest rate effects, 


depending upon the methods used to finance the deficit, the way in which 


O° 
(es) 


the surplus funds are applied by the government, changes in monetary policy, 
and the changes in government loans and loan guarantee programmes. A more 
refined analysis would take these other effects into account. However, it 
is the impact of the tax-expenditure system that is of major concern and 


therefore the balance of this chapter will deal only with it. 


However, an examination of changes in the actual surplus or deficit is 
not very helpful in the evaluation of discretionary fiscal policy because 
the changes in the actual surplus are _ net result of the changes in re- 
venues and expenditures brought about both by the built-in stability of the 
system and by discretionary policy. One method of isolating the effects of 
discretionary policy is to abstract from the automatic changes in revenues 
and expenditures by reconstructing the government accounts on the assumption 
that full emoloyment was continuously maintained. Changes in the estimated 
surplus at full employment show whether the discretionary fiscal policy 
was expansionary or contractionary. Revenues will expand each year as GNP 
grows at the full-employment rate, Discretionary policies are neutral if 
these increases in revenues are exactly matched by tax cuts or offset by 
increased expenditures. Discretionary policies are contractionary if these 
revenues are not offset by tax cuts or by higher expenditures. An expansionary 
policy would require either tax cuts, or expenditure increases, or a combination 
of the two, larger than the normal revenue increase. An examination of the 
changes in the full-employment surplus over time thus focuses attention on 
the crucial fact that, because of the strong income elasticity of the tax 
system, failure to reduce taxes or raise expenditures year after year will 
mean that the tax-expenditure system imposes an increasing drag on the 


expansion of GNP. 


With inadequate data and imperfect forecasts it is much more difficult 
to decide what needs to be done at the time than it is to say what should 
have been done after the event. Nevertheless, by taking into account the - 
outlook at the time, and by concentrating our attention on large and per- 


sistent problems, we try to avoid some of the pitfalls. We want to 
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emphasize that our purpose is to discover what can be done to improve future 
performance, not to cast reflections on either the intelligence or the good 
will of those who had the difficult task of making policy. 
The Full-Employment 
Surplus Estimates 

Basically, we want to estimate the net impact of the government's fiscal 
policy at the full-employment level of income. This is the full-employment 
surplus. The difference between the full-employment surplus and the actual 
surplus reflects the operation of automatic fiscal policy or built-in 


stability. 


Year-to-year changes in the surplus reflect both discretionary changes 
in taxes, tax abatements to the provinces aay and expenditures and the 
revenue drag resulting from the growth of potential GNP with an income- 


sensitive tax system. 


This analysis abstracts from two important aspects of fiscal policy. 
First, all taxes and expenditures are treated alike, though with reversed 
signs; however, some taxes may exert a more powerful impact on GNP than 
others, and it is generally believed that expenditures exert a greater 
impact than taxes. The refinement of the full-employment surplus to take 


these differences into account leads to measures of fiscal leverage le/. 


Second, the analysis abstracts from the monetary implication of changes 
in fiscal policy. In an economy as open as Canada's, the way the deficit 
is financed can have important effects on the balance of payments under a 
fixed exchange rate or on the exchange rate itself under a floating rate 
system. 

In order to neutralize the effects of an increase in the deficit on 
the balance of payments, the increase in the tee must be financed in 


such a way as to raise interest rates just enough to attract sufficient 


capital to maintain equilibrium in the balance of payments. 
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The required rise in interest rates may offset some of the expansionary 
effects of the increase in the deficit. However, the evidence assessed by 
the Royal Commission on Banking and Finance suggests that the short-run 
response of domestic spending to interest rates and credit conditions is 


quite weak. 


Of course, in any period the financing of the deficit may depart from 
neutrality. Such departures from neutrality in the financing of the deficit 
are equivalent to changes in monetary or debt management policy and the 
reader is referred for information on these questions to the studies and 
report of the Royal Commission on Banking and eidenses The liquidity ef- 
fects of government loan and guarantee programmes are not taken into account 


in this analysis. 


To summarize the discussion, it is our view that changes in the full- 
employment surplus reflect changes in discretionary fiscal policy 13/. To 
the extent that departures from neutrality in the financing of the deficit 
occur, these are properly regarded as part of discretionary monetary and 


debt management policy. 


The method used to estimate the full-employment surplus can be des- 


cribed briefly. 


1. Estimates were made of the additional revenues that would have been 
forthcoming from each source had the gap between actual and potential 
GNP been closed. This involved adjusting the revenue from each source 
by the percentage gap plus an adjustment for the elasticity of revenues 


from that source to changes in GNP. 


2. Only one adjustment was made to actual expenditures to estimate what 
they would have been had full employment been maintained. Actual 
expenditures were adjusted to take into account the fact that with 
full employment, unemployment insurance benefits would have been less. 
None of the other federal expenditures seemed sufficiently sensitive 


to the level of unemployment to warrant adjustment. 


(eh 


3. The difference between 1 and 2 is defined as the full-employment 


surplus, 


The results are provided in Table 3-3, together with estimates of the 
difference between the actual and full-employment surpluses and the year-to- 


year changes in both, 


The estimates clearly show that, had there been full employment, only 
the years 1953 and 1958 would have shown a deficit rather that the seven 
years when deficits actually occurred, The differences would have been 
very one In 1961, for example, there was an actual deficit of $455 million, 
With full employment and the existing tax-expenditure system, the estimates 
show that a surplus of $574 million would have prevailed, a difference of 


$1,029 million, 


The year~to-year changes in the actual surplus reflect both the changes 
in the level of GNP and changes in discretionary policy, Because the full- 
employment surplus estimates abstract from most of the fluctuations in the 
rate of increase of GNP, they are less variable than the changes in the 


actual surplus, 


In Table 3-4 estimates of the discretionary fiscal policy changes are 
shown, together with the revenue drag, The revenue drag should be looked 
upon as the increase in revenues produced by the growth of potential GNP 
in the absence of any discretionary tax and abatement changes, The dis- 
cretionary changes in taxes, abatements and expenditures are then either 
added to or offset against the drag to give the estimated change in the 


full-employment surplus, 


Had full employment been maintained in 1957 and 1958, to use these 
years as an example, it is estimated that in the absence of any discretionary 
fiscal policies revenues would have risen by $377 million, ‘The tax system 
would have reduced aggregate demand to that extent, In fact, however, the 
government adopted four discretionary measures that more than offset this 


automatic tightening, The provinces received tax abatements of $52 million, 
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TABLE 3-4 


THE IMPACT OF DISCRETIONARY FISCAL POLICY ON THE 
FULL-EMPLOYMENT SURPLUS 


1954-63 


(millions of dollars) 


Discretionary Fiscal Policy a/ 


Tax Policy Expenditure Policy 

Year-to- Abatements Rate and Change in Change in Change in the 
Year Revenue b/ to Base Full-Employ- 
Changes |Drag Provinces (Changes ment Surplus c/ 

(1) (2) (3) (4) (5) (6) 
1953-54 | okt “13 -129 -19 ~20 60 
1954-55 506 -14 “145 “15 “131 201 
1955-56 629 ) -82 -33 -292 222 
1956-57 222 i it sa -198 ~36 
1957-58 377 -52 -288 -135 ~4L6 -54h 
1958-59 571 0 +235 ~216 ~142 448 
1959-60 OT ) +98 ~106 -116 313 
1960-61 kok 0 -109 -133 -315 “555 
1961-62 351 -333 -11 +5 -364 | <a 
1962-63: 532 -yy | 193 -27 =57 281 


a/ Minus signs indicate policy changes that reduced the surplus. 


b/ Changes in revenues, had full-employment GNP been maintained each year, if 
there had been no changes in tax rates, tax bases or abatements. Fiscal 
drag varies from year to year as a direct result of variations in the growth 
of potential GNP. These variations are primarily the result of fluctuations 
in the growth of the labour force and fluctuations in agricultural output. 


c/ The change in full-employment surplus is equal to Column (1) plus the sum of 
Columns (2) to (5). 


Note: The estimates of fiscal drag provided in this table are obtained residually, 
i.e., by Subtracting the estimates of discretionary changes in revenue from the 
estimated changes in full-employment revenues. The revenue drag estimates 
therefore contain the estimation errors in both these series—in particular, 
changes in minor taxes are wholly allocated to the drag, whereas a portion of 
changes in these taxes may in fact be due to discretionary rate changes. An 
alternative estimate is provided in the supporting appendix. 


Source: Appendix C to this Volume, Table C-2, 


en 


Tax rates or bases were changed so that tax revenue was reduced by $288 — 
million, and the federal government increased its transfers to the provinces 
by $135 million. The federal government itself increased its expenditures 
by $446 million. All of these discretionary measures more than offset the 


revenue drag, and the net addition to demand amounted to about $550 million. 


In the following year, just the opposite occurred. The estimated 
revenue drag was large; and it was increased by a large increase in tax 
rates or tax bases. The additional revenue from the tax increase just about 
offset the increased transfer to the provinces. On balance, the tax- 
expenditure system depressed aggregate demand, for the full-employment 


surplus rose by an estimated $448 million. 


Whether the policy changes were "appropriate" or not , depends of course, 
on the extent to which the full-employment, price stability and external 
stability goals were being met in each year. Several measures of these 
objectives are given in Table 3-5. We have categorized discretionary fiscal 
policies as neutral if they offset the revenue drag, restrictive if they 
did not offset the drag, and expansionary if they more than offset the drag 


so that year-to-year reductions in the full-employment surplus occurred. 
The record may be briefly summarized on a year-by-year basis: 1/ 


1954. The unemployment rate rose to 4.6 per cent. This would have justi- 
fied an expansionary budget. The mildly contractionary fiscal policy 
adopted probably was not particularly harmful. Certainly the inflationary 
boom that followed provided some justification, in retrospect, for the 


restraint shown in 1954, 


1955-56. The unemployment rate in 1956 fell to 3.4 per cent, approximately 
our target level. Consumer prices rose sharply in 1956 because of the 

speed with which the gap was closed. The price level in Canada rose slightly 
more rapidly than in the United States. In 1955 and 1956 tax rates ian 


cut, and there was a larger increase in government expenditures in the 


i ie; 


TABLE 3-5 


COMPARISON OF CHANGES IN DISCRETIONARY FISCAL POLICY 
WITH CHANGES IN THE UNEMPLOYMENT RATE AND 
CHANGES IN THE RATE OF INCREASE OF PRICES 


1954-63 
Change Unemployment Rate Percentage 
in Change 
Discretionary Average Change in 
Fiscal Rate from Consumer 
Policy for Previous Prices a/ 
the Year Year 
Year (per cent) (per cent) (per cent) 
1954 Mildly restrictive 4.6 1.6 Off; 
1955 Restrictive hoy -0.2 0.3 
1956 Neutral b/ 304 -1.0 320 
1957 Mildly | 
Expansionary 4.6 1.2 2.2 
1958 Strongly 
Expansionary TL 2.4 205 
1959 Strongly 
Restrictive 6.0 -1,0 1.3 
1960 Strongly 
Restrictive Lad on) 19 
1961 Mildly 
Expansionary Tel 0.1 0.2 
1962 Expansionary 509 -1.2 : 1.6 
1963 Restrictive 55 -0.4 Let 


a/ December-to-December changes in the Consumer Price Index. 


b/ Although there was an increase in the full-employment surplus in 1956 
and only a small deficit in 1957, these were largely attributable to 
the extremely rapid increase in revenues as a result of inflation, 
rather than because of restrictive discretionary changes. 


Source: Unemployment rates are from Bank of Canada, Statistical Summary, 


1964 Supplement, p. 121; 


Price indexes are from Canadian Statistical Review, Annual 


Supplement, 1964, p. S-10-6, 
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latter year. On balance, the discretionary policies were neutral, when the 
impact of inflation on revenues is taken into account. The unprecedented 
investment boom that was approaching its peak in 1956 should have been re- 
strained by restrictive discretionary policies. The outlook at the time 

was for continued expansion, and there was no conflict between the full- 
employment and price stability objectives. The restrictive discretionary 
policies in 1955 were about right; 1956 was a year of policy failure because 


much more restrictive fiscal measures should have been adopted. 


1957- Unemployment increased markedly and Canadian prices continued to 
rise, but at a slower rate than they had in the previous year. It was there- 
fore a year when there was conflict between the unemployment and eer 
stability objectives. Forecasts at the time did not reflect the severity 

or persistence of the decline in employment. With the information available 
at the time, the optimum policy probably would have been one of neutrality 
or mild restraint, depending upon the relative importance attached to the 
inflation and unemployment objectives. In retrospect, a policy of fiscal 
ease would have been optimum. The basic problem with fiscal policy in 1957 


was the faulty diagnosis on which it was based. 


1958. The 1958 discretionary changes were strongly expansion Given the 
sharp increase in unemployment and the sharp decline in the rate of increase 
of prices, this was clearly the appropriate policy to adopt. There was a 
large cut in taxes, a large increase in expenditures, and there were large 
transfers to the provinces. Had there not been a diagnostic error because 
the persistence of the unemployment problem had not been recognized, the 


policy probably would have been even more expansionary than it was. 


1959. ‘In retrospect, fiscal policy in 1959 can only be described as com- 
pletely inappropriate. Although for the three months prior to the budget, 
unemployment had averaged about 6.8 per cent on a seasonally adjusted basis, 
most analysts at the time expected a much more dramatic expansion of GNP 
than in fact occurred. This forecast error partly explains the quick “about 


face" in discretionary fiscal policy that included a substantial increase 


17 


in taxes virtually offsetting the tax cut of the previcus year, and a drastic 
reduction in the rate of increase of government expenditures. Although 
forecasting errors were important, an exaggerated fear of inflation was 

also responsible for the policy failure of 1959. This fear arose because 

of the persistent increase in prices after the 1956 boom came to an end 

and the large increases in the money supply that had accompanied the con- 
version loan in 1958. The only expansionary policy was the much higher 
transfers to the provinces; but these were not undertaken as a stimulus to 

the economy. There were diagnostic errors and too great an emphasis on the 
price stability goal, but the policies adopted were too extreme even if allow- 


ance is made for these extenuating circumstances. 


1960. Fiscal policy was even less appropriate in 1960. At budget time, 

the employment outlook was bleak, and the unemployment rate was already about 
6.3 per cent. Consumer prices had risen much less rapidly in 1959 than they 
had in the two preceding years. Despite the strong indications that an ex- 
pansionary budget would be appropriate, taxes were raised and the rate of 
increase of government expenditures reduced even further. The only expan- 
sionary change was the increase in the transfers to the provinces. With a 
flexible exchange rate, the balance of payments did not impose any limitation 
on the budget in 1960. The restraint imposed in 1960 was probably the result 
of the mistaken view that the economy had to be kept under restraint to re- 
duce the capital inflow which was largely induced by high interest rates. 

The policy failure in 1960 can therefore be attributed partly to the lack of 
emphasis placed on the full-employment objective and partly to diagnostic 


errors. 


1961. After two years of fiscal restraint despite substantial unemployment, 
the policy adopted in 1961 was appropriate in direction if not in magnitude. 
Taxes were cut and federal expenditures increased, as were the abatements and 
transfers to the provinces. Prices had been remarkably stable, and the rate 
of unemployment was extremely high. It was in June of that year that the 
government both advocated and promised a substantial devaluation of the 


Canadian dollar. This led to the adoption of the fixed exchange rate a 
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year later. The exchange rate problem was transformed from one of trying 
to push the value of the Canadian dollar down to a problem of trying to 
maintain its value. In the last half of 1961, the government may have 
wanted to curtail aggregate demand in order to maintain the value of the 
Canadian dollar, but the rate was not fixed and there was no need for the 
government to attempt to hold it. With unemployment at 7.1 per cent, there 
was clearly no need to be concerned about excess demand. The inadequate 
stimlus of the 1961 budget may be accounted for by exchange rate considera- 


tions but, if so, they were not necessary considerations. 


1962. Fiscal policy in 1962 was more expansionary mainly because of the 
larger federal tax abatement to the provinces and the substantial increase 
in other federal expenditures. The informal adoption of a fixed exchange 
rate in the first half of the year and its formal adoption in the second 
half may have explained the relatively modest expansionary fiscal policies 
adopted, for prices had been virtually stable in 1961 and unemployment was 
still high. The devaluation was itself a major stimulus to the economy. 

The aftermath of the exchange rate crisis, which was of Canada's own making, 
probably forced a more restrictive domestic policy than otherwise would have 


been necessary. 


1963. A restrictive fiscal policy was adopted again in 1963. Tax rates 
were raised and the rate of increase of government expenditures was cut 15/. 
Because of the delayed impact of a number of the changes, the effect of tax- 
expenditure policy in 1963 was to reduce the full-employment surplus, but 
by a much smaller amount than the increase resulting from revenue drag. 
Thus, the net effect was restrictive. Although unemployment had been drop- 
ping, it was still well above the full-employment level and prices had risen 
only modestly. The pedelente return to fiscal restraint may have been at- 
tributable to the mistaken idea that a balanced budget was desirable for its 
own sake; or it may have been thought necessary to restore confidence follow- 
ing the exchange crisis. One might question that foreign confidence was the 


main reason because, before the Budget in June 1963, the Bank of Canada had 


i? 


been able to abandon its tight money policy, which it had been forced to 


introduce right after the fixed exchange rate was adopted in the previous 


year. On the other hand, the budgetary measures may have been a necessary 


prerequisite for the latter measure. 


external stability objective, it is difficult to justify the fiscal restric- 


tiveness of the Budget brought down in 1963. 


Unless one puts great weight on this 


Our assessment of the fiscal policy record may be briefly summarized 


as follows: 


Tone of 

Discretionary Recommended 

Fiscal Policy Tone in 
Year Actually Adopted Retrospect 
1954 neutral mildly expansionary 
1955 mildly restrictive aioe 
1956 neutral restrictive 
AS oe f mildly expansionary as adopted 
1958 strongly expansionary as adopted 
L997 strongly restrictive strongly expansionary 
1960 strongly restrictive strongly expansionary 
1961 mildly expansionary strongly expansionary 
1962 expansionary strongly expansionary 
1963 restrictive expansionary 


In our view, fiscal policy was approximately in the right direction 


and of the right magnitude about half the time. 


In three of the ten years, 


1959, 1960 and 1963, we would judge discretionary fiscal policy to be 


perverse, and especially so in 1959 and 1960. 


Looked at in broad terms, fiscal policy in the period under considera- 
tion was too expansionary in 1956 and too restrictive thereafter. In very 
few years was there a real problem of choosing between conflicting objec- 
tives, although faulty forecasts and other errors of dbasiouté led policy 
makers to think and act as though they were faced with such conflicts. From 


1959 to 1961, we believe the price stability objective was given inordinate 
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weight; in 1962 and 1963 the external stability objective may have been 
over-emphasized. But most of the time the problem was not that there was 
undue emphasis on one objective relative to others, but rather that policy 
was inefficient in the sense that frequently it would have been possible 
to realize one or more objectives to a greater degree without sacrificing 
others. We could have had less unemployment without more rapid increases 


in prices or more unstable international economic relations. 


In Chapter 2 we listed some of the reasons why policies may be ineffi- 
cient, and all of them came into play to a greater or lesser extent in the 
period under consideration. There were errors in interpreting the current 
economic situation. Forecasting errors and incorrect assessments of the 
effects of policy changes were made; conflicts were thought to exist among 
objectives when they did not exist; policy instruments were ignored that 
might have been used. All these rate contributed to the policy failures 
of the past. In particular, there seems to have been a lack of awareness 
that the tax system imposes an increasing drag on an expanding economy. This 
drag can be used to depress the rate of expansion when required to prevent 
inflation, but it must be offset to maintain full employment, and more than 
offset when there is under-utilization of capacity. Thus, the very nature of 
our tax system ensures that increasing levels of income will produce an annual 
increase in tax revenues that will act as a restraint on the rate of expansion 
unless eliminated by tax reductions or offset by expenditure increases. Meas- 
ures to stimulate or restrain the economy mst therefore take this revenue 
drag into consideration in order to be effective. In particular, expansionary 
measures must be sufficient in magnitude to more than offset the inherent 


growth in revenues. 


As we have shown, there were three years in the period 1957-63 when the 
fiscal brakes were applied despite substantial unemployment throughout the | 
period; and with the exception of the year 1958, the discretionary fiscal 
changes in the other years did little more than offset the revenue drag. 

Had it not been for the tax abatements and transfers to the provinces, the 


depressing effects of the tax system would have been much greater than they 
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were. Because the abatements and transfers were not made for the purpose 
of stimlating the economy, it is difficult to escape the impression that 
this was a case of the right thing being done for the wrong reasons. It 
is not at all certain that, had the federal government not been required to 
take these expansionary steps, other discretionary changes with the same 


stabilization effect would have been implemented. 


The purpose of this brief review of past fiscal policy has been to 
show both the need for improvement and some of the reasons why errors were 
made, so that profit may be derived from erperience, In particular, we have 
tried to show the importance of revenue drag upon the expansion of the 
economy. We now turn to a discussion of the implications of these findings 


for future policy. 
The Need for Federal Budgetary Flexibility 16/ 


A period of time must necessarily elapse between the emergence of a 
need for discretionary policy measures and the full impact of those measures 
upon the level of economic activity. Four distinct causes of this overall 


lag can be distinguished: 


Le The recognition of the need for a change in policy: a period of time 
usually will elapse between the -need for a policy change, in terms of 

the objectives of policy, and the recognition of the need. The time 

lag involved depends upon both the speed with which relevant current 
statistics are compiled and the state of the art of economic forecast- 


ing. 


2. The achievement of a consensus among policy makers on what needs to be 
done: this lag may be long if current statistics and forecasts diverge. 
The time involved in this process may reflect differences of opinion 
among policy makers about the relative importance of the different 
objectives. A clear definition of targets would help to reduce this 


source of delay. 


4%, The execution of the policy decided upon: this time lag may be long 
if the policy makers attempt to act within the constraints of the 
annual budget process. In addition, personal income tax changes enacted 
in the past have usually been delayed to permit preparation of new 


withholding schedules. 


The above three constitute what are called the "inside lags" of fiscal 


policy. 


4, The delay in the impact of a policy change upon the spending behaviour 
of households and firms: this is the so-called "outside lag" of fiscal 
policy which, because it is rooted in the behavioural responses of 
individuals, cannot be readily reduced by changes in government pro- 


cedures. 


A reduction in the overall policy lag would greatly increase the power 
of fiscal policy. Infrequent but timely moves would forestall or abort 
recessions and inflations, and effective stabilization policies would in- 
crease public confidence in them. This would itself tend to stabilize 
private spending decisions. Let us now examine what can be done. We will 


consider the outside lag first. 


The full impact of changes in personal income taxes upon private spend- 
ing is felt only after several months have elapsed. However, as we have 
shown earlier, there is a substantial impact upon consumer spending, parti- 
cularly for durable goods, in the quarter following the change. Moreover, 
to the extent that producers anticipate the ultimate response of consumer 
demand in placing their orders and in their inventory-stocking behaviour, 
the lag between tax changes and output and employment changes will be reduced. 
As Canada's performance on the stabilization front is improved, we are con- 
fident that such anticipatory behaviour will become more prevalent and that 


the outside lag will decline. 


We also believe that some of the inside lags can be reduced and that 
high priority should be given to measures that will shorten them. The follow- 


ing recommendations, if adopted, should be effective: 


1” The economic statistics available to policy makers should be improved. 
Additional data are urgently required in the following fields: 
quarterly intentions data for consumers and business, money flows 
data, capacity utilization data, and data on new orders and contracts 
let. Substantial reductions in the time required to collect, compile 
and circulate information on the current economic situation would be 


possible if additional resources were devoted to the task. 


Analogous recommendations have been made repeatedly by other Royal 
Commissions. We shall simply state that the situation cries out for improve- 
ment. The data collection and processing agencies mst be given more resources 
in order that they may meet their expanding responsibilities. Modern tech- 
nology makes possible dramatic improvements in both data collection and 
processing. The costs of obtaining this information are minor in comparison 
with the costs of policy failures that result from a lack of complete, con- 


sistent and current economic data. 


2. A method mst be found that makes it easier for the government to make 
changes in tax-expenditure policy promptly for stabilization purposes. 
Furthermore, we require a method that makes it difficult for governments 
to procrastinate. We have examined a number of methods of speeding up 
the making of changes and rejected all of them except one, that would 
require the government to make policy statements of its intentions when- 


ever there was firm evidence that economic goals were not being met. 


A suggestion that has been made in the past is for what is called 
"formula flexibility", which involves linking changes in fiscal policy to 
measures of performance in relation to the objectives of policy. For example, 
a@ cut in personal income taxes could be automatically put into effect if the 
national unemployment rate exceeded 4.5 per cent for three months in a row, 
and an additional cut could be automatic if the national unemployment rate 
exceeded 5 per cent for three months. Conversely, if both the wholesale 
price index and the consumer price index rose at an annual rate in excess 
of 4 per cent ayear for three months in a row, a tax increase would auto- 


matically go into effect. 
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Formula flexibility per_se has three disadvantages, First, because 
the indicators occasionally move erratically, and because the appropriate- 
ness of policy in any case cannot be determined by one or two indicators 
alone, the formula may trigger policy moves that are either inadequate or 
destabilizing, Second, no formula can be designed to handle effectively 
situations where the goals of stabilization policy are in conflict, Third, 
formula flexibility, like built-in stability, is an adjunct to, not a sub- 
stitute for, discretionary fiscal policy, If the tax cuts affected by the 
formula are rescinded by the formula as the economy responds to them, the 


removal of the stimulus may lead to an aborted recovery, 


In view of these disadvantages, we believe formula flexibility by itself 
is undesirable, The main advantage of a formula is that it commits the 
government to timely action; but this advantage can be obtained without 


the disadvantages if a modified scheme is adopted, 


Therefore, we recommend that the government of the day should be required 
to make a policy statement as to what it was doing or planned to do about 
unemployment or inflation when statistical measures, such as the ones we 
have already described, indicate that the economic objectives were not being met, 
These policy statements could be used as an occasion for the govern- 
ment to announce changes in fiscal policy outside the regular annual budget, 
Parliament would be given an opportunity to debate the government's policy 
statement, This procedure would focus attention on the stability policy 
objectives, would help to prevent government procrastination, and would 
avoid the timing rigidities of the annual budget as "the" appropriate time 


to announce fiscal policy changes 17/, 


3. When the statistical measures reveal that the economy has failed to meet 
the objectives, the government should have the power to change specific 
tax rates within specified limits subject to subsequent approval by 


Parliament, 
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Annual budgeting is an important part of the democratic process; but 
it can place limitations on the use of tax changes for economic stabliza- 
tion. Although tax changes have been introduced outside the annual budget, 
for example, in September 1950 and December 1960, the infrequency with which 
this has been done in the past suggests that the need must reach crisis 


proportions before the step is taken. 


by The lag that elapses between the announcement of a tax change, whether 
in the annual budget or not, and the time at which new tax rates or 
allowances result in lower or higher tax collections should be reduced. 
This time lag, which is long in the case of some taxes, is important 
because taxpayers as spenders are affected at the time higher or lower 
taxes come into effect, rather than at the time a tax change is announced 


or a change in tax liability is incurred. 


For the personal income tax, at least, we believe that a flexible 
Piscal policy requires that tax collections respond quickly to a change in 
rates and allowances. With planning, this lag could be reduced substantially. 
For example, all withholding tables could specify a number of alternatives 
so that a change in personal tax rates could be made effective almost im- 
mediately by simply announcing which of the general tables in the hands of 
those withholding tax should be applied in the future. Alternatively, across- 
the-board percentage tax cuts can be quickly implemented using the existing 
tables. 

PROBLEMS POSED BY PERSISTENT 
SURPLUSES OR DEFICITS 

We have already said that the action of the built-in stabilizer is to 
cause a larger proportionate change in government tax revenues and transfer 
payments than the underlying change in national income and output. Thus, 
when the rate of increase of demand by the private sector falls, and output 
and employment are reduced, government revenues will fall and transfer pay- 
ments will rise proportionally more than the change in GNP. However, because 


the built-in stabilizers cannot restore the economy to full employment, unless 
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there is a reversal in the direction of private spending, the surplus or 
deficit will persist unless the government makes discretionary policy 


changes. 


The counsel of perfection calls for the government to take immediate 
and decisive action to compensate for the change in private expenditures 
as soon as it appears. Asssuming that the economy-is fully employed, that 
the price level is relatively steady, and that the government's revenues 
and expenditures are in balance when the destabilizing change in private 
expenditures occurs, a cut in taxes or a higher rate of increase in govern- 
ment expenditure, implemented as soon as private spending weakens (and the 
reverse when private spending rises too rapidly), will create a deficit 
(or a surplus). As we have shown earlier in this chapter, the deficit or 
surplus will be reduced as a result of the change in GNP induced by dis- 
cretionary changes in policy. However, unless a subsequent change in 
private expenditures offsets the original change in these expenditures, 
the deficit or surplus may continue for a substantial period of time that 
will be determined by the rate of increase of GNP, the elasticity of the 


tax system and the rate of increase of government expenditures. 


In retrospect, it is relatively easy to say when changes in discretionary 
policy should have been implemented; but to suggest that policy errors will 
not recur is unrealistic because forecasting tools are still weak. To some 
extent, policy will always be too little and too late. What is cause for 
concern is that, once mistakes have been made, the attitude of the public, 
and hence of the government, toward persistent surpluses and deficits can 
lead to a compounding of the error. It is exceedingly difficult for govern- 
ments to prevent inflation or avoid persistent unemployment; because of 
the popular notion that balanced budgets are the mark of good government 
woile deficits and surpluses are a reflection of profligacy or cupidity. 

We shoula like to consider briefly what can happen when a persistent surplus 
or deficit appears for the reasons we have just outlined. We look first at 


the case of the persistent surplus. 
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A persistent government surplus suggests to many that the government 
does not know what to do with its money. "Why can't they spend more on such 
and such?" "Why can't they cut taxes?" “If they can't think what to do 
with the money why don't they give us a chance?" The longer the surplus 
persists, the greater the political pressure for more spending and for tax 
cuts. When the economy is pushing against the limits of its productive 
capacity and prices are rising too rapidly, these are precisely the wrong 
policies to adopt in the circumstances. If inflation is going to be con- 
tained, the public must be made conscious of the fact that a surplus is an 
instrument and not an object of policy; without public understanding many 


essential policies may fail for lack of general acceptance. 


Persistent deficits pose the opposite problem. The danger is that when 
there is inadequate demand and a persistent deficit the poreriient will be 
afraid to cut taxes further because of the expected effects on business 
confidence and will be persuaded to reduce the rate of increase in expendi- 
tures in an attempt to reduce or eliminate the deficit. The "soundness" of 
a policy cannot be assessed in terms of whether or not a deficit has been 
eliminated. Such a cutback in government expenditures, if instituted before 
private spending has started to recover, can bring about further reductions 
in private spending and thereby widen the gap between actual and potential 
output. If instituted only when private spending has begun to recover, the 
attempt to reduce the deficit by holding down the increase in expenditures 
relative to the increase in revenues will put a brake on the expansion. By 
waiting until the deficit has been eliminated before increasing expenditures, 
the expansion of GNP is much slower, and unemployment will persist longer. 
The attempt to reduce the deficit by cutting expenditures will reduce income 
and employment without reducing the deficit very much. More pressure for 


belt tightening develops as the deficit continues. 


As we indicated in the previous chapter, the price level can rise even 
when the unemployment rate is substantially above the target. If it is 
incorrectly assumed that the persistent deficit has "caused" the price 
increase, the pressure for reduced government spending or higher taxes 


will be intensified. 
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The old rule that governments should pay as they go and maintain a 
balanced budget was thought to serve a useful purpose because it supposedly 
imposed a degree of discipline on governments; insisting on a balanced 
budget was a way of ensuring that governments behaved responsibly. However, 
in a growing economy with elastic tax sources, the old rule of thumb is not 
meaningful: over time government Sah ofttetz rise more rapidly than GNP so 
that it is possible for a government to increase its expenditures more 
rapidly than GNP without facing the "discipline" of raising tax rates. Those 
who are concerned with the rate of increase of government expenditures require 
a new gauge. We would suggest that the main consideration is not the actual 
budget, whether it be the government's annual administrative budget or the 
government's budget in national accounts terms: the crucial question is how 
the government would dispose each year of the additional revenues that would 
be generated by the tax system with the expansion of potential GNP, assuming 
no changes in tax rates. In order to maintain full employment, assuming it 
has been achieved, this revenue drag mist be offset either by tax reductions 
or by expenditure increases unless the private economy is particularly 
buoyant. If the public can be persuaded to examine the methods by which 
the government offsets the fiscal drag as closely as changes in the actual 
surplus or deficit have been examined in the past, responsible government 
action can be ensured, and the barrier to effective stabilization policy 


created by the fetish of a balanced budget will be reduced. 


We are well aware that the check we are proposing is more complex than 
is the balanced budget. We would urge, however, that each year in its 
budget the government present estimates of its full-employment revenues 
and expenditures on a national accounts basis, including estimates of the 
revenue drag and estimates of the extent to which its individual tax and 
expenditure proposals are expected to add to or offset the drag. This 
ghoifia be accompanied by analysis of why’ these changes are required in the 
light of prevailing economic conditions. The analysis should include fore- 


casts of the behaviour of income, employment and price levels in the absence 


of discretionary policy changes, and forecasts of the effects of the policy 
proposals upon these target variables. When this information is available 
on a continuing basis, it is to be hoped that the interest in the balanced 
budget as an objective of policy will disappear and that attention will be 
focused instead on the appropriateness of the government's dabei tea cron 

policy, and on the allocation of resources between public and private uses 


at full employment. 


It is important, too, that leaders of opinion should not cater to pre- 
judice by interjecting the balanced budget thesis when it suits their short- 
run advantage. They must be made to realize that by doing so they bind their 
own hands, for they will be restrained from recommending or implementing the 
policies needed to solve pressing unemployment and inflation problems if they 


have committed themselves to the pursuit of irrelevant goals. 
OFFSETS TO REVENUE DRAG 


It must be recognized that revenue drag at the federal level can be 


eliminated by discretionary policies in one or all of the following ways: 


1. By increasing federal expenditures on: 
a) goods and services; 
b) transfer payments to persons; 


c) transfer payments to provinces. 
2. By reducing federal taxes 18/. 


The decision as to how revenue drag should be eliminated is a real and 
vital one and should not be made inadvertently by repeatedly solving the 
short-run stability problem without regard to the long-run implications. It 
should be made deliberately by the federal and provincial governments. The 
alternative selected ought ae on an evaluation of the desirability 


and importance of the following considerations: 
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1. The degree of redistribution of income at full employment to be ef- 
fected by the tax-expenditure systems: this will affect decisions 
about which taxes ought to be cut, whether the progressiveness of the 
personal income tax ought to be altered, and whether federal transfer 
programmes to persons need to be changed. We are of the opinion that 
the desirable after-tax sie cuales of income is not independent of 
the absolute level of per capita income. Tri other words, the wealthier 
the economy, the more it can afford to share some of the fruits of 
progress with the poor, so that increased redistribution through sales 
tax reductions, increased federal transfer programmes, or increased 
credits against personal income tax ought to be considered as alter- 


natives. 


2 The allocation of private output between consumption on the one hand 
and investment on the other: personal income tax reductions stimulate 
consumption directly and investment indirectly, whereas other policies, 
such as investment credits for business, may stimulate investment both 
directly and indirectly. Whether the fraction of GNP invested ought to 
be raised or lowered essentially involves the choice made between pre- 
sent and future consumption, and ought to be considered in the framing 


of the long-term direction of fiscal policy. 


er The desirable allocation of full-employment output, both between public 
and private uses and between different levels of government within the 
public sector: this points toward a re-examination of federal and pro- 
vincial expenditure programmes and the elasticity of the tax sources 
of each level of government. It is important that there be full public 
debate as to what extent the growing government revenues are to be 


reduced by tax cuts or allocated to new expenditure programmes. 


Should government expenditures at all levels of government continue to 
rise more rapidly than GNP, there would be little or no room for general tax 
cuts over the long run. Im the short run there may, however, be periods 


when reversible changes are required in order to prevent unemployment or 
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inflation, Without the government's consciously wishing to do so, the 
increases could be predominantly applied to sales and excise taxes, while 
the reductions could be predominantly applied to the personal income tax. 
This could happen if reductions in personal income tax were thought to be 
more popular, while increases in sales taxes, for example, were thought to 
be less unpopular or more readily implemented. As we discuss later in this 
Volume of the Report, we do not believe that changing the tax mix in order 
to put more weight on taxes other than income taxes would have a significant 
positive effect on our rate of economic growth or our competitive position, 
To be more precise, if there are negative effects in increasing the weight 
of income taxes, we believe they could be compensated for. We are convinced, 
however, that to reduce the weight of income taxes in the mix would reduce 
the equity of the tax system by reducing the degree of redistribution achieved. 
It would be most unfortunate if each tax change made for stabilization pur- 
poses were not considered in the light of the long-run effects on the tax 
mix. What is needed, therefore, is a long-run policy that would specify how 
the revenue drag should be offset over time so that short-run stabilization 


policies can be implemented within this wider context. 
FISCAL POLICY IN A FEDERAL STATE 


With exclusive jurisdiction over monetary policy and foreign economic 
policy, with the lion's share of the personal and corporate income taxes, 
and with massive federal expenditures, there can be little doubt that in 
the past the federal government has had all the power needed to stabilize 
the economy. Whether that power was always effectively used is another 


matter. There have been some important changes in recent years, however. 


Whether we consider the period beginning in 1926, or the period begin- 
ning in 1949, the general trend of government expenditures (all governments 
and all expenditures except inter-governmental transfers) has risen more 
rapidly than national output. However, in the recent past there was a 
deviation from this trend. Government expenditures grew slightly less 


rapidly than GNP. This was the net result of a sharp decline in the rate 
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of increase of federal expenditures and a sharp increase in the rate of 
increase of provincial and municipal expenditures. In 1952, federal ex- 
penditures constituted about 16.5 per cent of GNP while provincial-municipal 
expenditures were less than 10 per cent of GNP, By 1964, federal expendi- 
tures accounted for only about 14 per cent of GNP in that year and provincial- 


municipal expenditures had risen to 17.6 per cent. 


The rapid growth in provincial and municipal expenditures raises 


several issues for stabilization policy. 


Le Does the behaviour of provincial and municipal governments contribute 
to the instability of the economy? That is, will the built-in stability 
of the economy be lessened by the growth of the provincial and munici- 


pal sector? 


Ce Is the power of federal discretionary stabilization policy weakened, 
either because of offsetting provincial actions, or because the will 
to act is hampered by inter-governmental financial arrangements, or 
eroded because of real or imagined conflicts between the federal and 


provincial governments? 


Xs To what extent and by what means should the provinces actively parti- 


cipate in stabilization policy? 


We shall address ourselves to each of these issues in turn, and shall make 
proposals bearing on each. Our recommendations are designed to enhance 

the effectiveness of stabilization policy rather than simply to prevent 

its erosion. For we find no inherent barrier to a strong federal stabiliza- 
tion policy resulting from the growth of provincial and municipal expendi- 
tures. We believe, however, that tliere are measures that could be taken to 
improve stabilization policy. These would be directed to three main purposes: 
achieving stability in provincial revenues and expenditures; maintaining 
federal personal income tax as an effective discretionary policy instrument; 
and gradually enlisting provincial participation in direct stabilization 


actions in co-operation with the federal government. 


The Growing Prcvincial-Municipal Sector 
and Built-in Stability 

As was mentioned above, provincial expenditures as a percentage of GNP 
increased by 7.6 percentage points from 1952 to 1964, while federal expendi- 
tures as a percentage of GNP declined by about 2.8 percentage points over 
the same period. Slightly less than half cf the increase in the proportion 
of provincial-municipal expenditures tc GNP came about at the "expense" of 
the federal government, and slightly more than half at the "expense" of the 


private sector cf the economy. 


Data limitations preclude categoric statements, but the analyses made 
for us show that provincial-municipal expenditures, at least from the end 
of World War II until about 1961, 19/ did not exert a destabilizing in- 
fluence on the economy. This is contrary to the widely held view that 
provincial and municipal expenditures are cyclically perverse, rising 
rapidly in periods of inflation and declining rapidly when there is excess 
productive capacity. If our finding is valid, and if it continues to hold, 
the growing importance of provincial and municipal expenditures probably 
has not reduced and possibly has increased the built-in stability of the 
economy. The changes in provincial and municipal expenditures are as cyclically 
stable or more stable than the combined private and federal government ex- 


penditures they have replaced, There are, however, some grounds (or concern, 


In the past the provinces and municipalities relied very heavily on 
revenues from indirect taxes. These revenues were relatively insensitive 
to short-run fluctuations in the level of economic activity. In recent years, 
particularly as the result of the adoption in 1961 of the procedure whereby 
the federal government abates federal income taxes and thus provides income 
tax room for the provinces, there has been a significant increase in the 
importance of cyclically sensitive direct tax revenues in the provincial 
tax mix. In 1952 direct taxes constituted a little less than 9.0 per cent 
of provincial-municipal revenues (excluding transfers from the provinces to 
the municipalities). By 1964, direct taxes constituted over 17 per cent of 


their revenues. This trend has continued. 
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If the provinces were to allow their expenditures to fluctuate with 
changes in these revenues, and if these cyclically sensitive revenues 
constitute a growing share of their total revenues, provincial and muni- 
cipal expenditures could become perverse from an economic stability point 
of view. If provincial-municipal expenditures were to become as destabiliz- 
ing as private expenditures, and more and more displaced stabilizing federal 
expenditures as a proportion of GNP, the built-in stability of the economy 
would be weakened. If this were to happen, the federal government would 
have to adopt more and more drastic discretionary policies to stabilize the 
economy. Federal revenues and expenditures would have to be raised and 
lowered by larger and larger amounts to offset the fluctuations in economic 
activity. The more extreme the discretionary policy changes required by the 
federal government for stabilization purposes the greater the danger that 


too little will be done and too late. 


We have no way of knowing whether the proportion of GNP accounted for 
by the federal government will continue to fall or whether the proportion 
of provincial-minicipal expenditures to GNP will continue to rise. With 
little information available about the cyclical fluctuations of provincial 
expenditures in the past, and given the fact that the large increases in 
cyclically sensitive revenues came about only recently, we cannot determine 
the extent to which provincial-municipal expenditures will become more de- 
stabilizing as their revenues become increasingly sensitive to fluctuations 
in the level of general economic activity. We must frankly admit that we 
simply do not know the dimensions of the problem. However, the greater the 
decline in federal expenditures relative to GNP and the greater the relative 
importance of direct taxes in the provincial-municipal revenue mix, the 
greater the risk that the built-in stability of the system will deteriorate. 


We think it possible to reduce this risk without sacrificing other objectives. 
Stabilizing Provincial Tax Revenues 


We recommend thst the federal government agree to maintain the rate of 


increase of provincial revenues from personal and corporate income taxes and 


eo) 
A 


retail sales taxes in periods when the economy is suffering from unemployment. 
This would provide the provinces with the revenue necessary to implement 
expenditure plans (presumably formulated on the basis of a full-employment 
assumption), without having to raise taxes. Already the principle cf such 

a form of underwriting is embodied in the guarantee that equalization pay- 
ments will at least not fall below the level of previous years. Our proposal 


is for a broader extension and a more realistic application of this principle. 


Without going into details, we suggest that the following approach 


might be adopted: 


Le Each year estimates should be made of the tax yields from personal 
and corporate income taxes and retail sales taxes at full-employment 


output levels. 


ee The federal government should agree to make up to the provinces 
discrepancies between the full-employment yield and the actual yield 


on these taxes. 


We do not think that the implementation of such a procedure would have 
to await the development of sophisticated estimates of full-employment out- 
put. Rough estimates of the income elasticity of each tax, together with 
some simple formulae 20/ for linking the output gap to the unemployment rate 
could be used at the outset. As experience is gained more refined tech- 


niques should be introduced. 


Ideally these payments to the provinces should be made on a quarterly 
basis, but data limitations probably preclude this for the time being. 
Certainly a system using annual data, with interim provisional transfers 


at mid-year based upon output forecasts, would be feasible. 
Stabilization of Provincial Expenditures 


It is equally important to prevent the accelerated growth of provincial 
expenditures in response to rapid increases in revenues as the result of, 
inflation. Although the federal government can unilaterally make grants 


to help the provinces maintain their expenditures in depressed periods, 
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obviously the federal government cannot unilaterally reduce provincial 
revenues under inflationary conditions. But we recommend that the federal 
government offer an inducement to the provinces to contain the rate of 
increase of their expenditures under this circumstance. One possible 
method would be for the federal government to agree to pay a bonus to those 


provinces that met the following conditions : 


ES They deposited with the federal government some or all of the revenues 
from provincial personal and corporate income taxes and possibly 
retail sales taxes in excess of the yields that wculd be realized at 


full employment without inflation. 


>. They did not offset these deposits by additional borrowing, or by running 


down their cash, or by selling financial assets. 


The deposits of the provinces would be withdrawn and the federal bonus 
would be paid when the inflationary danger had passed. The bonus would 
take the form of a high rate of interest on such deposits. The periods 
during which such a bonus would be in effect would be determined by the 
federal government on the basis cf its assessment of the inflationary prob- 
lem. We recommend that the federal government should offer an incentive 
along these lines that would encourage the provinces to contain increases 


in their expenditures during inflationary periods. 


The implementation of these proposals would largely eliminate the 
sensitivity of provincial revenues to departures from full employment and 
price stability, and hence would eliminate a potential cause of destabiliz-_ 
ing changes in provincial and municipal expenditures. 

Maintaining the Federal Share of 
Personal Income Tax Revenues 

If the fluctuations in the revenues and expenditures of provincial 
and municipal governments can be eliminated through the adoption of the 
proposals just made, the increasing relative importance of provincial and 


municipal revenues and expenditures should, if anything, increase the 


hf 


built-in stability of the economy. However, if the provinces and munici- 
palities become relatively more important at the "expense" of the federal 
government, it could become increasingly difficult for the federal govern- 
ment to adopt adequate discretionary policies. As a hypothetical case, 

one can conceive of a federal government, with no permanent taxes and no 
continuing expenditures, acting to stabilize the economy through the imposi- 
tion of temporary taxes during inflationary periods to reduce aggregate 
demand and temporary negative taxes (subsidies) during periods of inadequate 
demand, financed by an expansion of the money supply. But in terms of the 
political realities such a possibility is completely artificial. It is 
obvious that, if discretionary stabilization policy required the federal 
government to take such extreme action, there would be a danger of delay 
and timidity. No government wants to impose a "new" tax, or provide a 
transfer payment or other subsidy that has to be withdrawn in a year or 

two. Furthermore, as a practical matter it would be impossible to keep 

a complex tax administrative machine poised ready for action under these 


conditions. 


Several implications can be drawn. We have emphasized earlier in this 
chapter that changes in the personal income tax probably provide the most 
effective discretionary policy instrument available to the federal govern- 
ment. The lower the federal rates of personal income tax the larger will 
have to be the relative changes in those rates to achieve a given change 
in aggregate demand. The larger the relative changes required, the greater 
the political barriers to quick and decisive action by the federal government. 
This suggests that in attempting to offset the revenue drag the federal 
government should avoid repeated reductions in federal personal income taxes 
either through lower rates or increased abatements for provincial personal 


income taxes. The latter poses the more immediate danger. 


The federal abatement of personal income tax has increased dramatically 
in the past few years. At the present time the federal abatement for resi- 
dents of Quebec is 47 per cent. In 1962 it was 16 per cent. There is no 


fixed and certain number beyond which an increase in the abatement would 
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jeopardize effective federal policy. Although the political barriers to 
decisive federal action rise as the federal share of the personal income 
tax diminishes, the threshold of disaster is not clearly marked. Despite 
this lack of clarity, and perhaps even more so because of the doubts re- 
garding it, we are satisfied that, at least in the near term, the federal 
government should maintain its present share of the personal income tax. 


Further increases in the provincial abatement should be strongly resisted. 


The price of weakening the federal government's control over the person- 
al income tax would be to resort to less effective alternative measures. 
In addition to the extreme alternative dismissed above, it would be possible 
to accomplish the requisite discretionary changes in aggregate demand by 


one or all of the following ways: 


ha Changing other federal taxes- 
ee Relying on changes in expenditures rather than taxes. 
er Inducing the provinces to undertake changes in their personal income 


tax rates to complement federal changes. 


These may be viable alternatives at some point in the future, but we are 
convinced that without experience in their use and readily available machin- 
ery to carry out these kinds of discretionary policies it would be a serious 
handicap if these were the only practical alternatives available to the 
federal government in the years immediately ahead. Changes in other federal 
taxes could never substitute completely for the ability to change personal 
income tax rates. To have to forgo changes in the personal income tax rates 


would be to lose one of the best fiscal instruments for stability. 


It may well be possible to find ways and means of accelerating and 
decelerating government expenditure changes for stabilization purposes. But 
this has not been a successful instrument in the past, and it would be un- 
fortunate if the federal government were forced to place greater reliance- 
on it until it was substantially improved as a discretionary policy instru- 
ment. We believe that it would be desirable to work gradually toward the 


day when the provinces could take an active role in stabilization policy 


and, as discussed later, we think that the first steps should be taken by 
initiating joint consultation and planning on stabilization policy. To 
expect the provinces to play an active stabilization role in the years 
immediately ahead, except perhaps under extreme conditions, would, we feel 
certain, be a serious mistake. Prompt and decisive joint action would be 
almost impossible to achieve without a great deal more sophistication and 


planning on both sides. 


Our recommendation that the federal government should resist further 
increases in the personal income tax abatement should not be taken as a 
recommendation about the extent to which the federal government should make 
tax room available in total to the provinces. This question is outside our 
terms of reference and we have no intention of expressing a view on it. What 
we do recommend is that, if it is federal government pieey to make addi- 
tional tax room available to the provinces, some method other than larger 
abatements of federal personal income taxes should be found for doing so at 
least until satisfactory alternative devices have been developed. 
Federal-Provincial Conflict as a 
Barrier to Stabilization Policies 

It is one of the facts of life that governments like to increase ex- 
penditures or reduce taxes; tax increases are anathema. Governments are thus 
dene tenis alert to the possibilities of obtaining additional revenues in 
the most unobtrusive manner. Having borne the political costs of raising 
taxes, they are reluctant to lower taxes if they are subsequently going to 
have to raise them. If taxes have to be increased, it is important to shift 
the "blame"; if taxes can be reduced, it is vital to get the credit. These 
attitudes of government are found everywhere in the world; in a federal state 
there is a danger that the pursuit of these political advantages will create 
conflicts between the levels eg government that may hinder effective stabi- 
lization policies. This danger is particularly severe when, as at present, 
provincial governments are under extreme pressure from their voters to 


provide greatly increased public goods and services. 
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It is important to recognize that, when there is a conflict between 
the federal and provincial governments about tax revenues, the stabilization 
problem is WP Se Re political rather than technical. On technical 
grounds there is relatively little to fear from provincial tax changes 
offsetting federal tax changes made for stabilization purposes. A federal 
tax cut to stimulate the economy will not be frustrated by an equivalent 
provincial tax increase, if the federal government maintains its expendi- 
tures and provincial governments promptly iicueene their expenditures by the 
full amount of their additional revenues. Indeed, if the provinces do not 
delay spending the additional tax revenue, and do not make an offsetting 
reduction in their borrowing, the tax increase by the provinces will have an 
expansionary effect. Total spending will be increased by the amount of the 
federal tax cut that would have been saved by the private sector but instead 


is spent by the provincial government sector 21/. 


Similarly, a federal tax increase designed to hold back aggregate de- 
mand will not be offset by an equivalent provincial tax reduction if the 
federal government does not spend the additional revenues and provinces 
reduce their expenditures by the full amount of their tax reduction. Here, 
too, the provincial action will complement rather than offset the federal 


action. Part of the provincial tax cut will be saved by the private sector. 


Conceivably the provinces would not increase their expenditures by the 
full amount of the additional revenues from a tax increase, or reduce their 
expenditures by the full amount of a tax cut. However, while time lags may 
occur, these “perverse” actions are unlikely to be either frequent or 


extensive. 


We do not wish to suggest that it is of no importance what the provinces 
do with respect to their tax changes. If the federal government, faced with 
a& serious recession, cut taxes and increased its expenditures, the provinces 
could assist in restoring aggregate demand by increasing their expenditures 
without increasing their taxes. Ina period of severe inflation the eke 


vinces could support a federal tax increase by increasing their taxes, or by 


delaying tax reductions, while reducing their expenditures. The provinces 
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could thus make a contribution toward stabilizing the economy when there 

were severe unemployment or inflationary problems. The point is, that while 
provincial governments could help the federal government stabilize the econ- 
omy, a lack of federal-provincial co-ordination and co-operation with respect 
to tax changes does not make the federal task technically impossible. It 


could, however, make the task more difficult politically. 


It is possible that the federal government might not undertake or would | 
delay taking the appropriate fiscal policy, not because it was convinced 
that its measures would be offset by the provinces, but rather because of 
the anticipated political cost. There are three rather obvious situations 
that could arise where the political costs of tax changes might look menac- 


ingly high to a federal government : 


2 The federal government might be reluctant to raise taxes to reduce 
aggregate demand if it expected that it would almost immediately have 
to transfer the additional tax room to the provinces, and would not 
be able to gain political support by spending the additional revenue 
or recoup some public favour by subsequently reducing taxes when the 


inflationary pressure had passed. 


es The federal government might be reluctant to reduce taxes to stimulate 
demand if it expected that the provinces would take this as a sign of 
federal affluence, and would therefore put more pressure on the federal 


gcvernment for more tax room. 


%. The federal government might be reluctant to reduce taxes to stimlate 
demand if it expected that the provinces would use this as an oppor- 
tunity for making a painless increase in their taxes in the wake of 
the federal cut. A provincial increase would Be: the federal govern- 
ment in the position of having to raise taxes on top of the higher 


provincial rates if the federal cut had to be subsequently reversed. 


The question is not whether these fears are justifiable or groundless 


but whether these considerations are likely to deter federal action. On 
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the basis of the personal income tax changes made in the last two budgets 
we are satisfied that these political considerations do not preclude 
federal tax changes for stabilization purposes. 

The Role of the Provinces in 

Discretionary Stabilization Policies 


In our view, the provinces should not attempt to pursue independent 


stabilization policies. 


Provincial or regional economies are more "open" or interrelated than 
national economies, with the result that a large part of the stimulus pro- 
vided by a provincially implemented stabilization policy will be felt out- 
side the province. These leakages are even greater for municipalities. The 
local benefit from provincial and municipal stabilization policies is there- 


fore generally too small to ensure that vigorous action will be taken. 


Unless each province took into account what all the other provinces and 
the federal government were doing, and were going to do, the individual 


provincial efforts could be offsetting, too extreme, or ill-timed. 


Although it has not been an important limitation in recent years, the 
fact that the provinces do not control the money supply (and we do not believe 
they should), could make it difficult for them, under extreme conditions, to 
finance stabilizing increases in expenditures without raising taxes during 
periods of high unemployment. The Bank of Canada would, of course, ease 
credit conditions (assuming that it was not constrained by the state of the 
country's balance of payments); but the traditional debt limitations imposed 
by the capital market could create barriers to snarp increases in provincial 


and municipal deficits in periods of unemployment PAG 


There has been confusion st both the federal and provincial levels 
between the problems of general unemployment and the problems of structural 
unemployment. In our view, the provinces should take an active role in the 


resolution of the long-term structural difficulties, and we shall speak of 


this matter again in the next chapter. 
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As we have said, when extreme deviations from full employment and price 
stability occur, the provinces and minicipalities could make a useful con- 
tribution to economic stability if they agreed to change their revenues and 
expenditures in order to substitute provincial expenditures for reductions 
in private demand, or to make resources available to satisfy private demand. 
However, it would be exceedingly dangerous for the federal government to 
rely on this support unless there were an agreed stabilization strategy. 
Even then, determining when active provincial stabilization policies were 
necessary, the extent to which they were necessary, and the form they should 
take would require an over-view of the whole economy that can only be 


possessed by the federal government. 
Federal-Provincial Co-operation for Stabilization 


If the recommendations we have made in this chapter were adopted, the 
immediate need for federal-provincial co-operation on stabilization policy 
would be lessened. With the rate of increase of provincial expenditures 
insulated from deviation of actual GNP from potential GNP, the economy should 
not become inherently more unstable. With a large part of personal income 
tax revenues in federal hands, prompt and adequate discretionary tax changes 
should be feasible for the federal government. With the power to make ex- 
penditure changes, to impose taxes on (or grant incentives for) investment 
expenditures, and to apply special excises in those circumstances where the 
demand for particular goods has to be depressed, the federal government should 


have all the discretionary fiscal tcols necessary to stabilize the economy. 


Although we are sceptical that much should be expected in the near 
term, it would be prudent to work gradually toward a system in which the 
prcevinces could play an active stabilization role in co-ordination with 
federal stabilization policy and under the guidance of the federal govern- 


ment. This could serve the following functions; 


as Reduce the likelihood that provincial tax changes would in whole or in 


part offset federal tax changes made for stabilization purposes. 
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Reduce the likelihood that political advantages would be taken of such 


federal tax changes. 


Reduce the need for federal insistence on a major share of personal 


income tax revenues. 


Provide a more powerful weapon to combat severe stabilization problems 


should they arise. 


Our specific recommendation is outlined briefly below. 


Federal-Provincial Consultation 


1. 


The federal government should try to institute a regular and extensive 
system of continuing federal-provincial consultation on stabilization 


policies. 


After experience has been gained, there should be a gradual move from 


consultation to the development of binding commitments and agreements. 


As a starting point the federal and provincial governments should 
attempt to reconcile their future projected revenues and expenditures 
with one another and with forecasts of the growth of potential GNP. 
Within this long-run time horizon a mtually acceptable short-run 


stabilization strategy should be devised. 


This strategy should take into account such questions as the following: 

a) Should the revenue drag be offset by tax cuts or expenditure 
increases? 

b) Could changes in federal-provincial fiscal selavions already 


planned be accelerated or decelerated as stabilization devices? 


It would be naive to expect that, if these steps were followed, govern- 


ments would be precluded from jockeying for position. . But if this jockeying 


takes place well in advance within a context that forces each government to 


consider the impact of its actions on the nation as a whole, and thus on 


105 


itself, the possibility of destructive conflict would be minimized. With 
mutual trust and respect among the federal and provincial governments, 
there is no inherent reason why effective stabilization policies cannot 


be achieved. 


The system we propose would not constitute a radical departure from 
the past. The Tax Structure Committee that is now preparing for the nego- 
tiations on federal-provincial tax-sharing arrangements for 1967 has, in 
effect, begun the joint fiscal planning process. If this Committee is as 
successful as we hope it will be, we would recommend that the federal 
government seek to persuade the provinces to continue this kind of group 
on a permanent basis with terms of reference that would allow the evolution 
of a continuing system of fiscal co-ordination and planning. Having taken 
this step, the development of a basic strategy for stabilization, and a 
method of revising this strategy as changing circumstances warrant, should 


readily emerge. 


It seems reasonable to expect that over time the federal government 
and the eras should be able to agree on a stabilization strategy. Avoid- 
ing unemployment and inflation is in the interest of all Canadians. As we 
discuss in the next chapter, maintaining the stability of the economy will 
contribute to a more rapid rate of growth. The interest of the provinces in 
increased economic growth should thus re-enforce their desire to co-operate 


in maintaining economic stability. 


We want to emphasize that, even if a mutually acceptable stabilization 
strategy can be devised, the federal government should retain the prime 
responsibility for instituting stabilization changes within the agreed upon 
strategy (both as to the timing and magnitude of the changes). But through 
the regular consultation required to adjust the strategy to meet changing 
conditions, the provinces would be fully informed as to the probable course 


of events and would have ample opportunity to make their views known. 
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CONCLUSIONS AND RECOMMENDATIONS 


THE REVENUE DRAG 


1. 


The policy failures of recent years arose partly because of a miscon- 
ception of the stabilization problem in a growing economy. This 
misconception took two forms. First, stabilization policy did not 
give adequate reccgnition to the fact that the growth of the economy 
automatically created a revenue drag over time, and that the mich 
vaunted built-in stabilizers could also build in stagnation unless 
offset by discretionary moves. A stationary policy in a dynamic econ- 
omy stifles expansion. Second, the unemployment that resulted from 
the divergence of actual GNP from potential GNP, because it did not 
fit into the standard picture of cyclical unemployment, was regarded 
largely as a symptom of a structural weakness rather than of stagnant 


demand. Unemployment was attributed to such factors as technological 


change, rather than to the failure of demand to keep up with the greater . 


output that rapid technical advance made possible. 


In eddition, in some years the fear of inflation probably precluded 
effective action when the basic problem was inadequate, not excessive, 


demand. 


This diagnosis points toward the recommendations we make. Because 

the stabilization problem is typically one of excessive or deficient 
aggregate demand, general policies can be relied upon. Tax policies 
as a method of stabilization to affect specific private expenditures, 
such as capital expenditures, should be reserved to deal with infla- 


tionary bottlenecks, if they arise. 


The operation of a successful stabilization policy requires the power 
to act quickly within the framework of a longer term plan to eliminate 
the revenue drag. Prompt fiscal moves can check incipient fluctuations 


at their birth. 


tse 


De 
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Our present federal tax system automatically offsets a part of changes 
in demand. This built-in stability is important, and we have care- 
fully reviewed our tax reform recommendations to make certain that it 
is not eroded. However, built-in stability, while useful, is not 


sufficient. Speedy discretionary moves are essential. 


Without a longer term plan for the elimination of the revenue drag, the 
vigorous use of stabilization policy would tend to alter the tax mix 
and the allocation of resources between public and private uses and 
within the public sector in ways that may not be desirable. Therefore, 
we recommend the development of a long-term fiscal policy that is 
cognizant of the needs for public expenditures at different levels 

of government, the importance of at least preserving (and preferably 
increasing) the primacy of income taxes in the tax mix, the desirability 
of sharing the fruits of economic growth with low income persons and 
families through increased progressiveness of the tax-transfer systen, 
as well as the utility of general tax cuts. The selection of alterna- 
tive ways of eliminating revenue drag ought to depend on the careful 
evaluation of these alternatives. It should not be the outcome of a 


series of short-term stabilization policy decisions. 


It is not our assignment to design a long-term fiscal policy for Canada. 
Such a policy depends upon the priorities attached to different goals 


and must be decided upon by Parliament and the provincial governments. 


STABILIZATION TOOLS 


8. 


Across-the-board changes in personal income tax rates provide the most 
effective single tax instrument for changing aggregate demand to achieve 
full employment and price stability. Changes in corporate income tax 
rates and in sales tax rates are much less useful for the reasons we 


have specified. 


10. 


DATA 
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When bottlenecks occur that could lead to inflation before the target 
rate of employment is achieved, it may be necessary to reduce the rate 
of capital spending. For this purpose we recommend the use of a system 


of taxes on capital expenditures or changes in capital cost allowances. 


Short-term measures to stimulate employment in specific industries or 


regions are not recommended. 


REQUIREMENTS 


Additional economic data and more effective organization and pre- 
sentation of existing data are urgently required if stabilization 
policies are to be improved. The Dominion Bureau of Statistics should 


be given the resources necessary to develop this information. 


BUDGETARY FLEXTBILITY 


te, 


13. 


Procrastination is a@ great enemy of successful stabilization policies. 
To draw the widest attention to the need for prompt and effective 
action, we recommend that when the rate of unemployment or of price 
increase exceeds stipulated limits a full-scale debate in the House 
of Commons should be mandatory. By focusing attention on the problem 


a@ mandatory debate would encourage early and decisive action. 


The government should be empowered to change specific taxes within 
specified limits, subject to subsequent approval by Parliament, when 
the statistical indications reveal that significant deviations from 


unemployment and price stability targets have occurred. 


BALANCED BUDGET 


14, 


The public's demand for a balanced budget is misguided. Because the 
rate of increase in tax revenues is greater than the rate of 
increase of the GNP, government expenditures can increase as a . 
proportion of GNP without tax rate increases and without running 

a deficit. Attempts by government to maintain a balanced budget 


are a severe handicap to stabilization policy. If the public 
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and governments would concentrate on how the revenue drag of the system 
was being offset, they could debate real issues. To encourage this 
emphasis, the federal government should, as part of the budget, present 
estimates of its full-employment surplus (or deficit) and should in- 
dicate how it proposes to offset the revenue drag of the tax system. 

STABILIZING THE RATE OF INCREASE 

OF PROVINCIAL EXPENDITURES 

15. At least in the vostwar period, provincial and municipal governments 
probably have not made the Canadian economy more unstable. The in- 
creasing relative importance of the expenditures by these two governments, 
and their increasing reliance on cyclically sensitive direct taxes, 


warrants concern, however. 


16. The built-in stability of the economy could be maintained, and possibly 
increased, despite the growing relative importance of provincial- 
municipal expenditures if the rate of increase of provincial expendi- 
tures was not affected by changes in the level of unemployment or 
changes in the rate of increase of prices. Two steps should be taken 
to realize this result: 

a) The federal government should make up to the provinces any 
reductions in personal and corporate income tax and retail sales 
tax revenues resulting from deviations of actual GNP from 


potential GNP. 


b) When required to reduce aggregate demand, the federal government 
should offer a bonus to the provinces to induce them to deposit 
with the federal government the additional personal and corporate 
income tax and retail sales tax revenues resulting from rapid 
increases in the general level of prices. Conditions would have 
to be established to ensure that the provinces did not offset 
the deposits by additional borrowing or by the reduction of other 


assets. 


17. 
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If provincial-mmnicipal revenues and expenditures grow at the expense 


of the federal government, in order to offset a given deviation of 


actual from potential GNP more dramatic discretionary policy changes would 


be required. While there may be no insurmountable technical obstacles 
to temporary changes in income tax rates and temporary changes in 
transfer payments, as a practical matter the greater the relative 
changes in policy instruments required the greater the danger that 


prompt and decisive action will not be taken, 


MAINTAINING FEDERAL PERSONAL 
INCOME TAX REVENUES 


18. 


19. 


Because of its advantages as a stabilization tool, and the political 
barriers that would arise to the vigorous use of personal income tax 
rate changes if large relative changes were required, we recommend 
that the federal government should resist permanent reductions in 
federal personal income taxes. Repeated personal income tax cuts 
should not be made to offset the revenue drag. Further increases in 
the federal personal income tax abatement would also be undesirable, 


at least in the near tern. 


If federal personal income tax revenues were further reduced on a 
permanent basis, a particularly valuable stabilization tool would be 
blunted. Increased reliance on changes in other taxes or in federal 
expenditures are unlikely to compensate for this loss, at least in 

the near future. Eventually the provinces could perhaps play an 
active stabilization role, but this does not peas @ viable alternative 


now. 


Because provincial governments are likely to change their expenditures 
by the full amount of any provincial tax change, although possibly 
with a lag, there is little danger that provincial tax changes would 
negate federal changes designed to stabilize the MeN But the 


federal government might be reluctant to act for fear of the political 
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costs of subsequent provincial tax changes or provincial demands. 


Recent experience suggests that this is not a serious problem, 


We believe it would be prudent to prepare the way for joint federal- 
provincial stabilization policies should severe stability problems 
arise, or should the federal share of revenues and expenditures decline 


substantially in the future. 


22. We recommend that the following steps should be taken: 


25. 


eu, 


a) Adoption of a continuing and intensive system of federal- 
provincial consultation on stabilization policies. 

b) Gradual movement from consultation to binding federal- 
provincial agreements on stabilization policy. . 

c) As a starting point it would be desirable that the federal 
and provincial governments develop a stabilization strategy 
within the context of a mutually acceptable long-run policy 


for offsetting the revenue drag. 


If the federal government and the provinces reach an understanding 
about the long-run questions, it should be possible to develop a 
stabilization strategy well in advance of immediate stabilization 
problems. This should preclude debate and hence delay when action 


is required. 


The federal government should maintain the initiative in stabiliza- 


tion policy within the agreed upon strategy. 


ae 
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In this section all data are on a national accounts basis and references 


are to calendar years. 


It is assumed that the provincial propensity to spend tax abatements 
is at least as great as the private propensity to spend from an equi- 


valent tax reduction, 


Ideally, the differential impact of different taxes and expenditures 

upon private expenditure decisions should be taken into account. If 

each tax, expenditure and transfer is weighted by its direct or indirect 

effects upon GNP, the sum of these is a measure of the leverage exerted 

by the fiscal system as a whole. See R.A. Musgrave, “On Measuring 

Fiscal Performance”, The Review of Economics and Statistics, Vol. 46, 

1964, pp. 213-220. We have not constructed an estimate of fiscal lever- 

age because: 

a) Estimates of the effects of some taxes on private expenditures are 
not particularly reliable, for example, corporate income taxes. 

db) The long-run and short-run effects are likely to be different in 
any case, for example, the short-run stimulation provided by a 
corporate income tax cut is virtually near zero. The long-run 
effects may be substantial. 

The full-employment surplus is therefore a descriptive tool that may 

need qualification if divergent changes in the various full-employment 


revenues and expenditures occur, 
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1/ Of course, a large portion of federal expenditures in any year is 


effectively committed and hence is not discretionary in any real sense. 
For example, old age security and family allowance payments cannot be 


eliminated and continue to grow as population grows. 


Similarly, specific tax changes may have been committed prior to the 
year in question. Examples include changes in tax abatements made under 
prior agreements with the provinces, and the commitment made in the 1966 


Budget to remove the remaining sales tax on production equipment. 


Finally the impact of discretionary policy, as we have defined it, in 
any year reflects not only the tax changes enacted in the budget for 
that year, but also the continuing effect of tax changes adopted in the 


preceding or perhaps earlier budgets. 


However, these considerations do not vitiate the nett cad: framework 
we have adopted. Essentially we are separating the changes in the full- 
employment budget that reflect the growth of income under existing tax 
rates from those which reflect changes in tax rates, abatements and ex- 
penditures. While a particular expenditure may have been committed 
prior to the year, the aggregate of expenditure increases, abatement 
increases, and tax rate changes is surely open to discretionary action. 
Expenditure increases in committed programmes, for example, can be 
offset by discretionary expenditure reductions in other programmes or 


by tax rate increases. 


Tax rates for both the personal income tax and the corporate income tax, 
which together raise well over half of federal revenues are fully 


subject to discretionary changes. 


For a detailed discussion of the changes in fiscal policy over the 


period, the reader is referred to R.M. Will, Fiscal Policy Since 1946, 
a study published by the Commission. 
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The adoption of the Municipal Loan Fund and a loan to the Atlantic 
Development Fund resulted in commitments to future expenditures but 
had little impact in 1963. Similarly, increases in sales taxes were 
enacted; but these did not affect revenues substantially in 1963. 
Only the effects occurring in 1963 are taken into account in the sur- 


plus for that year. 


See R.M. Will, The Budget as an Economic Document, a study published 


by the Commission. 


See Appendix E to this Volume for a more detailed discussion of the 


proposal. 


These discretionary policy actions could be offset in the unlikely 
event that provincial governments ran a surplus that exceeded the 


federal expenditure increase or tax reduction. 


We cannot speak of the more recent period for there were virtually no 
cyclical fluctuations. This is a serious limitation because in recent 
years the provincial dependence on cyclically sensitive revenues greatly 


increased, as we will discuss. 
Such as "Okun's Law” used in the United States. 


The effect being defined here is the immediate impact of government 
fiscal policy. As with any fiscal policy change, the total effect upon 
GNP depends not only upon the initial impact but also upon the multi- 


plier, as discussed earlier in this chapter, 


We are speaking here of increases in expenditures, over and above those 
that could be financed at provincial levels, that grow at the full- 


employment rate as a result of federal grants in periods of unemployment. 
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CHAPTER 4 
FISCAL POLICY FOR GROWTH 


The phrase “economic growth" has become increasingly popular in recent 
years although the issues involved—how to increase national output over 
time—has been the subject of analysis and debate for centuries, Primarily 
as the result of the depression of the 1930's, World War II and the re- 
construction period, technical and public discussion of unemployment and 
inflation predominated for about twenty-five years. The increased concern 
with economic growth relative to the problems of economic stability represents 


a return to normal rather than a departure from tradition, 


But the phrase is new if the subject matter is not; and, like many 
phrases that are quickly and widely accepted, "economic growth" is often 
ill-defined and frequently misapplied. As we suggested in Chapter 2, there 
are many alternative concepts of economic growth, and when they are used 
indiscriminately confusion is inevitable. In particular, the term is often 
used to describe increases in actual gross national product (GNP). This 
tends to result in confusion because it does not distinguish between the 
changes in GNP brought about by changes in the utilization of the capacity 
to produce on the one hand, and changes in the capacity to produce on the 
other. Controlling the degree of utilization is the problem of economic 
stability which we have just considered. Changing the capacity (potential) 


to produce is the subject matter of this chapter. 


Earlier we defined an increase in potential GNP as economic growth. 
Potential GNP measures the capacity to produce in a given year if all re- 
sources were employed in that year. Because the supply of labour and 
capital will be increased if full employment is continuously maintained, 
the growth of potential GNP depends in part upon the success or failure 


of stabilization policy in the past, 


In this chapter we briefly consider the relative importance of the 


major determinants of the rate of growth: the quantity and quality of 


aT 
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labour and capital, and a group of factors we have called "technical change”. 
We then discuss what can be done through the tax system to increase the rate 
of growth by influencing each of the determinants of growth. This is followed 
by a section that considers alternative methods by which saving and investment 
at full employment could be increased. Ina final section the prospects for 
Canadian economic growth are presented, based on different assumptions with 
respect to the rates of unemployment and investment. This is done to 
illustrate the great importance of the full utilization of capacity for. 
Canada's future growth rate relative to other policies that would increase 

the investment rate, but only at the cost of reduced consumption, reduced 


leisure, or increased foreign borrowing. 


The basic point of view developed in this chapter can be briefly 


presented: 
1. All tax systems have a number of anti-growth biases. 


2. Capital markets work imperfectly in some areas and thereby 


create anti-growth biases. 


40 The taxation of income, comprehensively defined, at relatively low 
marginal rates, will distort the allocation of resources less, and 
hence reduce the rate of growth less, than a narrow tax base taxed 


at higher rates. 


4, Some of the anti-growth biases can be compensated for within the tax 


system without forgoing a basically equitable systen. 


5. Reforming the tax base and rate structure should therefore not 


reduce the rate of growth and may increase it. 
6. Maintaining full employment will increase the growth rate significantly. 


iF If a higher growth rate is desired this will necessarily involve some - 
sacrifice of present consumption, or leisure, or an increased reliance 


on foreign saving. Tax measures designed to provide additional stimlus 
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to saving and investment may be adopted as part of growth policy, but 


these will involve some reduction in the overall equity of the system. 
THE RELATIVE IMPORTANCE OF DIFFERENT FACTORS IN GROWTH 


From the statistical model that was developed by our research staff to 
estimate potential GNP it is possible to estimate the relative importance 
of the various determinants of the growth of actual and potential output ais 
Although there is some dispute among economists about the reliability of 
estimates. derived in this way, arising largely from the problems involved 
in measuring the growth of capital, the estimates are, we believe, sufficient- 
ly valid to warrant consideration. They help to give a badly needed per- 


spective to the relative importance of the determinants of growth. 


Because of the limited data available, estimates were made for the 
private non-farm sector of the economy only. The analysis was carried out 
for two long periods, 1926-63 and 1926-56, and the following subperiods: 
1926-37, 1937-47, 1947-56 and 1956-63. Because the two long periods gave 


very similar results we shall refer only to the results of the 1926-63 period. 


Without discussing the method of deriving the estimates in detail, 


the high lights can be briefly described. 


ie Statistical estimates were made of the relationships between 
private non-farm output and the following factors of production: 
the capital stock, full-employment man-hours, a time trend repre- 
senting “technical change", 2/ and the ratio of actual man-hours 
to full-employment man-hours to represent the phase of the 


business cycle. 


26 Potential private non-farm output was estimated from this relation- 
ship by computing what output would have been had full employment 


been achieved. 


6 The growth rate of potential private non-farm output is equal to the 


sum of the growth rate of technical change plus the growth rates of 


the capital stock and of labour hours, each weighted by the marginal 


contributions to output of changes in capital and labour. 


4, The relative importance of technical change, capital and labour is then 
found by dividing the product of its own growth rate and its marginal 
contribution to output by the growth rate of potential private non- 


farm output. 


The results for the period 1926-63 are shown in Table 4-1. 


TABLE 4-1 


THE ESTIMATED SOURCES OF ECONOMIC GROWTH, 1926-63 


Actual Potential 
GNP Private 
(constant Non-Farm Potential Capital Technical 
dollars) Output Man-Hours Stock Change 
Actual 
Growth Rates - 
Per Cent 
A Year eT 4.2 1.9 AY, 1.9 
Contribution to 
Growth Rate of 
Potential 
Private Non- 
Farm Output a/ - 100 31.3 22.7 45.9 


a/ The percentage point contributions to the estimated growth rate of 
potential private non-farm output of 4,2 per cent a year are estimated 
to be: potential man-hours, 1.3 percentage points; capital stock, 

1.0 percentage points; technical change, 1.9 percentage points. 


Source: T.A, Wilson and N.H, Lithwick, Sources of Eeonomic Growth, a | 
study published by the Commission, 


Over this period private non-farm output grew more rapidly than GNP 
(measured in constant dollars) largely because of the movement of labour 
from agriculture to industry, and partly because potential output was higher 
than actual output in 1963. As can be seen from Table 4-1, potential private 
non-farm output grew at an average rate in excess of 4 per cent a year over 
the period. The estimates show that 46 per cent of this growth was the result 
of technical change, 31 per cent resulted from the increase in the input of 


labour, and 23 per cent arose from the increase in the input of capital. 


121 


Although data limitations made it impossible to estimate the contributions 


of these factors to total output, as distinct from private non-farm output, 


on the same basis, crude estimates suggest that if the government and 
agriculture sectors were taken into account, the importance of technical 


change and capital would be greater, and that of labour considerably smaller. 


The subperiods that were analyzed differ markedly with respect to 
average utilization, the growth rates of labour and capital, and the impor- 
tance of shifts in labour among the sectors of the economy. A comparison 
of the rates of growth of actual and potential private non-farm output and 
the supplies of capital and labour are shown in Table 4-2, together with 
estimates of the contributions made by the three factors we have distinguished, 


for four periods within the period 1926-63. 


TABLE }-2 


GROWTH RATES OF POTENTIAL AND ACTUAL PRIVATE 
NON-FARM OUTPUT AND INPUTS FOR SELECTED PERIODS 


(Annual Average Percentage Changes) 


Potential Actual 
Private Private 
Non-Farm Non-Farm Potential Actual Gross Technical 


Period Output Output Man-Hours Capital Stock Change 


1926-37 3.9 1.5 2.2 125 1.9 
= ben YO 2.8 6.7 0.7 1,2 1.9 
1947-56 5.4 4.7 259 5.4 1.9 
1956-63 5.2 +3 2.4 Fe! 1.9 


Source: T,A, Wilson and N,H. Lithwick, Sources of Economic Growth, 
a study published by the Commission, 


What emerges in striking fashion from these findings is the influence 
of demand upon the growth of capital and labour. In the 1930's inde aioe 
of the capital stock was very low, as was the rate of increase in the private 
non-farm labour force as the Great Depression delayed the outward movement 


of labour from agriculture and dried up immigration, During World War II 
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the growth of capital and labour continued to languish, largely as a result 
of wartime restrictions on capital formation and immigration. In the postwar 
periods both the capital and labour supplies increased very rapidly, particu- 


larly in the first period when demand was very strong. 


As we explained earlier, potential GNP would be greater if there were 
no departures from full employment of resources because without periodic un- 
employment the capital stock and potential supply of labour will increase 
more rapidly. The statistical model developed by our staff yields the 
estimate that labour productivity as measured by output per man-hour in the 
private non-farm sector would increase at an annual rate of about 2.8 per 
cent a year if full employment were maintained. From this estimate it is 
possible to determine the potential growth rate with continuous full employ- 
ment on the conservative assumption that the available supply of labour hours 
and the rate of technical advance would not have changed. Using these 
assumptions it is estimated that potential output of the private non-farm 
sector of the economy would have increased from 4.2 per cent to 4.5 per cent 
a year and that the growth rate of the economy as a whole would have in- 
creased from 3.7 per cent to 4.0 per cent a year. An increase of 0.3 
percentage points in a growth rate may seem small, but it would have had a 
significant impact when compounded over the period from 1926-6%. In fact, 
had the annual growth rate been 4.0 per cent over the period, potential GNP 
would have been approximately 6 per cent greater in 1963 than it was, a gain 


of about three billion current dollars. 


We now report the results of various investigations made of the deter- 
minants of potential GNP. We then proceed to discuss the extent to which 
stabilization policy, changes in the tax mix, and changes in the tax structure 


may affect these determinants. 


THE SUPPLY OF LABOUR 


The examination of the record of Canadian growth indicated that about 


30 per cent of the private non-farm growth rate has been the result of the 
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growth of labour input. Our research staff made an investigation of the 
determinants of the growth of labour input, and in this section we present 
the findings on the critical variables together with a discussion of the 


importance of taxes for them. 


The growth of labour input depends on two basic processes: demographic 
change and the choices made by the population with respect to work and 


leisure. 
Demographic Factors 


Among the demographic factors we may distinguish natural increase and 
net migration. It was found that economic variables, and in particular tax 
variables, do not play a significant role in the determination of natural 
increase. While there is a specific tax exemption for dependent children 
in Canada, together with a system of family allowances, these provisions 
have not had any observed effect on the birth rate and therefore on natural 


increase. 


Turning to migration, it was found that since the 1920's net migration 
has contributed about 13 per cent of the total increase in the Canadian 
population; since World War II the contribution has been twice this amount. 
Furthermore, these proportions understate the share of migration in total 
population increase because they omit the children born to immigrants in 


Canada. 


The past record of immigration into Canada shows that the volume of 
immigration expands and contracts as the Canadian economy achieves or falls 
short of full employment. This reflects both the direct demand-pull on 
immigrants and the fact that barriers against persons wanting to come to 
Canada are raised and lowered according to the government's estimation of 
labour requirements which is itself strongly influenced by the tightness 
of the labour market. The investigation revealed that taxes probably do not 


affect the pattern of immigrant flows. The fact that the Canadian standard 
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of living is substantially above the standards in the home countries of 


most immigrants probably means that taxes have little influence. 


Net migration is also determined by the outflow of population from 
Canada, The United States is the most important destination of emigrants 
from Canada, and attention was concentrated on the flow to that country. 

The findings revealed that once again the extent to which resources are un- 
employed in Canada is apparently the most important determinant of this 
outflow. The underlying process appears to be one where the higher standard 
of living in the United States continually attracts Canadians, As long as 

the Canadian economy successfully maintains full employment there is suf- 
ficient resistance to this magnetism, During periods of rising unemployment, 
falling income will loosen the ties that keep orena here, and emigration 

to the United States will speed up. It was found that changes in the Canadian 
personal income tax rates apparently had relatively little effect on total 
emigration of Canadians to the United States, but may have had some effect 


on the emigration of Canadian skilled workers to that country. 


An examination was made of the occupations of Canadian emigrants to 
the United States. It was found that the proportion of skilled persons 
among emigrants to the United States from Canada was higher than the pro- 
portion of the same skills in the Canadian labour force, This suggests 
that there has been a concentration of skilled workers among Canadian 
emigrants, the group for whom the United States-Canadian income tax differ- 


entials are least favourable to Canada, 


Higher wages and salaries for comparable work, better research facili- 
ties, a greater diversity of employment opportunities for professionals, and 
the interconnection between firms in the two countries have probably exerted 
a much greater influence than tax differentials. Nevertheless, it would be 
desirable to reduce these differentials so that the tax system would not 


provide an additional impetus to emigration from Canada to the United States. 
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There is another side of the story, and that is the quality of the 
immigrant flow into Canada. The data show that the proportion of profes- 
sional persons among immigrants to Canada is higher than the proportion of 
such persons in the Canadian labour force 3/. Thus, while the United States 
benefits from a "brain drain" out of Canada, Canada in turn benefits from 
a “brain drain" largely from Europe. It is difficult to assess the net 
result of these two processes, but there can be no doubt that Canada would 
gain on both counts if full employment could be maintained in this country: 
it would serve not only to step up immigration but also to retard emigration. 
The net effect would be not only a faster rate of labour force growth, but 


a large improvement in the proportion of skilled workers in the population. 
The Decision to Work 


The second major process in the growth of labour input is the willing- 
ness of the population to work. This includes both their decisions to 
participate in the labour force and the number of hours a year they are 


prepared to work. 


Since 1921 between 53 per cent and 55 per cent of the population has 
been in the labour force. However, the constancy of this overall participa- 
tion rate conceals a number of significant developments. As would be ex- 
pected, the participation rate for males aged 20 to 64 years, the group 
forming the bulk of the labour force, has been very high and steady over 
time. It is in the other groups, the aged, the young, and the females that 


there have been significant changes. 


The participation rates for both males and females over 65 years of 
age have declined. In the case of males the decline has been substantial 
and steady; for females it has been less marked. These movements have been 
the result of a sharp decline in the proportion of the labour force in 
agriculture that has traditionally provided employment for the aged, the 
extension of compulsory retirement, the growth of private and public pension 


plans, and forms of assistance to the elderly. It is possible that the tax 
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system has affected the willingness of the elderly to work by reducing their 
incentives when they are presumably already low. However, given the low 
income brackets of the majority of the aged, we believe that taxes have played 


a negligible role. 


The participation rate for males under the age of 19 has declined, Al- 
though it has increased for females in this age group, it is still less than 
the rate for males. The overriding factor here has been the extension of 
school-leaving age. Males are staying in school longer; and while females 
are to some extent doing likewise, they are also finding that there are 
more opportunities for gainful employment. It is clear that it is school 
and not taxes that explains the overall reduction in labour force partici- 


pation by the young, 


The participation rate for females between the ages of 20 and 64 has 
also increased. There are many factors that can be adduced to account for 
the change, On the supply side, mechanization in the home has meant more 
spare time for housewives; the average size of families has decreased; more 
people are living in urban areas close to employment opportunities; increasing 
education has made women better suited to employment, and the decline of 
employment in agriculture has released females from an activity that used to 
absorb, although generally as unpaid family workers, substantial numbers of 
women, On the demand side, the growth of the service industries and the 
increased eeieeire importance of non-production workers in manufacturing 


have opened opportunities for women that did not exist before. 


If United States experience is an indication of what can be expected 
in Canada, these trends should continue. It is reasonable to expect that 
changes in the personal tax burden would have an effect upon the participation 
rate of females. When the personal tax burden is increased, the family can 
maintain its previous level of eyes income if the wife takes a job. On 
the other hand, an’increase in taxes would mean that her earnings would be | 


taxed more heavily. The evidence put before us suggests that there may be a 
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negative relationship between changes in personal tax rates and changes in 


female participation rates, 


While there is, of course, a point where equity is violated by lower 
taxes on the incomes of working wives (we expressly mean wives and not all 
women) , we have considered in our recommendations provisions that would re- 
move some of the tax disincentives to working wives. We recommend a tax 
credit for working women with young children. Unfortunately, because it is 
impossible to tax the imputed family income of housewives, and because in 
equity we believe that a couple should pay higher taxes than two single 
individuals each having half the income of the couple, we have not been 
able to go as far as we would have liked on economic grounds to remove in- 


come tax barriers to the participation of married women in the labour force. 


It is worth adding here that the participation pate of the foreign 
born is greater than that of the native born. This is a reflection of the 
fact that a larger proportion of immigrants are males in the working age 
groups than is the case of the population generally. Nevertheless, even 
age-sex specific participation rates are higher for immigrants than for 
native Canadians. This probably reflects a combination of stronger work 
motivations and greater income requirements for immigrants who wish to 


establish themselves in a new country. 


Turning to the question of how many hours the labour force is prepared 
to work, we observe that over the years, Canada, along with all other in- 
dustrial economies, has witnessed a substantial reduction in the workweek. 
The major sources of the downward trend are shifts from industries, such as 
agribinl vee that have always required a mich longer work-week, and a general 
decline within all industries. The latter development is complicated because 
it is not clear what proportion of the decline in hours has been due to the 


voluntary pursuit of more leisure by workers. On the contrary, leisure may 
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be imposed on them through a reduced demand for labour, either from technical 
change which substitutes capital for labour, or through periods of involuntary 
unemployment which similarly lead to a non-reversible reduction in the hours 
worked per man as a way of sharing the work. While it is likely that these 
developments are highly interdependent, the evidence suggests that periods 

of rising unemployment have been associated with rapid reductions in hours 
worked. In addition, it appears that these declines in hours are rarely 
fully reversed in periods of expansion, This would account for the observed 
decline in hours over a long period. The evidence did not indicate that 


taxes have had a significant effect on average hours worked. 


It has been argued that this decline in hours has been partially offset 
by the increase in the amount of labour expended per hour. Even for wage 
and salary workers, who form the majority of the labour force and who work 
a given number of hours per week, there is room for variation in effort, 
depending on motivation and managerial ability. Studies of professional 
workers in the United States who have the opportunity to vary their effort 
indicate that their efforts have not been substantially reduced during the 
recent period of high taxation 4/. This is due in part to the tax-free 
benefits of their occupations, together with a number of social pressures. 
It is dangerous, however, to infer from the behaviour of this unique group 


the effect of taxes on the labour effort of all wage and salary workers. 


Although we have no evidence to support our contention, we are con- 
vinced that high marginal personal rates of tax do have a negative effect 
on labour, managerial and professional effort. In arriving at our recon- 
mendations we have therefore proposed rate schedules in which they are 


reduced. 
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TECHNICAL CHANGE 


Technical change is defined to include changes in the quality of 
labour and capital, and changes in the inter-industry distribution of in- 


puts and outputs. 


The finding that technical change accounted for almost one half the growth 
of private non-farm output, and somewhat more for the total economy, agrees 
with a number of studies made in Canada, in the United States, and in other 
countries which indicate that the most important source of growth in a 
modern economy is this residual component, Our research staff sought to 
investigate this variable in greater detail to appraise some of its de- 


terminants and the effects of taxes on these determinants. 


It is not possible to explain.the whole of technical change for many 
of its determinants are unknown, while others, such as the importance of 
the scale of operation and the size of the market, are particularly 
difficult to measure. We shall concentrate on three components only: 
structural change, research and development, and improvements in the quality 
of the factors of production. 
Structural Change: 
Industrial and Regional Mix 

The above analysis of the supply of labour has already revealed the 
importance of changes in industrial composition upon the observed trends 
in participation rates and upon the decline in average hours worked, Because 
these changes in the relative importance of industries, such as agriculture, 
are highly specific as to duration and direction, they cannot be seen as a 
long-run, continuing source of growth, as can the growth of the population, 


for example. Thus, our appraisal of the nation's growth possibilities mst 
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take cognizance of the specific contribution of these shifts to avoid in- 


clusion of what is really a transitory source of growth. 


In this section we are concerned with the effects of changes in the 
relative importance of aie rent industries and regions on growth; for when 
factors of production move from industries where their productivity is low 
to those where it is greater, average output per employee for the whole 
economy is increased, Similarly, if these factors migrate from regions 
where their productivity is low to regions where it is higher, once again 
average labour productivity will increase. An analysis made by our research 
staff attempted to measure the effects of both the inter-sectoral and inter- 


regional changes upon the growth rate in Canada. 


It was found that about one tenth of the growth in GNP per man could 
be attributed to the movement of labour between the private non-farm sector 
and the agriculture and government sectors in the period 1926-63. These 
shifts had their major impact over the war years, when the estimates show 
that one fifth of the growth in output per man could be attributed to this 
process, It is also worth noting that in the two periods of prolonged un- 
employment, 1926-37 and 1956-63, this process was retarded so that the 
contribution to growth from the movement of iabour among sectors was almost 


nil, 


Changes in the relative growth of industries within the manufacturing 
sector were also examined. It was found that these changes had a very minor 
effect, reflecting the great similarity in the productivity of factors in 
different industries within the manufacturing sector. This similarity is 
probably the result of much greater mobility of factors within manufacturing, 
in contrast to the real barriers against the mobility of agricultural re- 


sources in the past, 


While these changes in the relative importance of the different sectors 


of the economy explain a substantial part of technical advance in the 


Lae 


past, they are unlikely to have as great a role in the future. This is 
because the future movement from agriculture, which has been the most 
important source of this aspect of productivity advance in the past, cannot 
be substantial, The agricultural labour force has already. been reduced to a 
relatively small proportion of the total labour force, and the differential 
in output per man between agriculture and other industries has also been 


reduced as a result of rapid productivity gains in Canadian agriculture. 


Movements of factors between regions may also have an effect on produc- 
tivity gains. These inter-industry and inter-regional effects are not 
necessarily independent, however, for it may be that workers changing in- 
dustries are also changing their residences. This possibility was investigated 
and it was found that movements between industries within the major regions 
accounted for almost all the economy-wide inter-industry effects. Thus, the 
usual stress on the importance of factor mobility between the major regions 
of Canada as a source of growth in the past was not substantiated by our 


research staff. 


However, if differences in earnings among regions can be taken as an 
indication of differences in labour productivity among regions, there are 
potential gains to be realized from inter-regional mobility of labour in 
Canada. It is to be expected that resistance to such mobility will continue 
so that the impact of inter-regional labour movements on the growth rate 
is not likely to be substantial except over the long run. One way of 
speeding up the process would be to subsidize the movement of resources 
among regions. This can be done in two ways: by shifting labour from low 
to high productivity regions, or by raising productivity in low productivity 
regions by shifting capital to those regions. The social costs of moving 
people are so high that the first alternative probably cannot be used ex- 
clusively; the cost of maximizing the nation's output may be the virtual de- 
population of low productivity areas. On the other hand, if the return to 
capital is higher in high productivity areas (which is the presumption), 


policies that shift capital from high to low productivity areas will reduce 
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national growth, There is, however, the possibility that the presumption is 
false, and that the returns from relatively small additions to the capital 
stock in low productivity regions, if allocated strategically, would be very 
large because there could be great economies of scale or of agglomeration 

to be realized, or because the returns on capital invested in such things 

as roads, education and power could be very high: The answer is probably to 
proceed by encouraging both labour and capital mobility simultaneously. As 
we said in Chapter 3 these adjustments will be made more rapidly and with 
less social cost if the economy is fully employed. Fortunately, too, it is 
possible to have substantial population adjustments among regions without | 


producing absolute reductions in the population of any region, 


The tax structure has had little if any effect on the shift of labour 
from agriculture to industry. If anything, it probably delayed the shift 
because farmers have been generously treated under the Income Tax Act. The 
tax structure has not been neutral between industries and regions, but until 
recently there was no explicit attempt to use the tax system to alter the 
allocation of resources among either industries or regions. Whatever the 
intention, in our view the tax system probably has affected the allocation 
of resources among industries and regions to a significant extent. In 
order to make the discussion more concrete, the following two important 


provisions are considered briefly here; 


1, The incentives to the oil and mining industries provided by the 


depletion allowances and the three-year exemption for new mines. 
2. The exemption of services from federal (and provincial) sales taxes. 


The incentives to the two resource industries can be presumed to have 
increased investment in these industries relative to what it otherwise would 


have been, Because both industries are highly specific geographically, there 
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is a presumption that the income tax system shifted factors of production to 
the regions where the basic resources were located. The exemption of services 
from sales taxes presumably increased the growth of the service industries 
relative to other industries; because the industry is not geographically 


specific, the exemption has probably not had any effect on regional allocation. 


The effects of these and similar features of the tax system on the output 


of the economy depends essentially upon the answers to four questions: 


1. Did the tax system change the allocation of resources to the industry 


relative to a neutral tax system? 
2. If so, in what direction and to what extent? 


3. Would the market have efficiently allocated resources among industries 


and regions had the tax system been reasonably neutral? 


4k, If not, did the tax system compensate for the market imperfection or 


compound the imperfection? 


If the market would have worked well in the absence of the special tax 
provision for an industry, and if that provision had an effect on the 
allocation of resources, the tax provision mst have brought about a mis- 
allocation of resources. If the market would not have worked well, and if 
the provision had an effect that compounded rather than compensated for the 
imperfection, the provision must have brought about a misallocation of re- 
sources. Only if the tax provision had no effect, or had an effect that 
compensated for a market imperfection, can the provision be given a clean 
bill of health from an efficiency point of view. It may, of course, still 
be unacceptable from an equity point of view. On the other hand, changes 
that have undesirable economic effects may still be justified if the improve- 


ment in equity was thought to be overriding. 


To be more specific, if all product and capital markets worked perfectly, 


and if there were no other interferences with the allocation of the market, 
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the Canadian tax treatment of oil, mining and service industries would 
distort the allocation of resources. This would come about because the tax 
treatment would induce more resources to flow to these industries relative 
to other industries. The value of the additional output in the favoured 
industries would be less than the value of the forgone output in other in- 


dustries. 


Unfortunately there is no method of determining in a completely objec- 
tive, and hence incontrovertible, way how well product and factor markets 
work or the precise impact of particular features of the tax system on the 
allocation of resources. Even if we knew the marginal value productivities 
of each resource, that is, the value of the output produced by the last 
additional unit of the resource used in each industry (and we do not), 

these data would be difficult to interpret because of the possible imper- 
eer aa in the market. For example, if those in command of some industries 
are able to control output and prices to some extent, the marginal value 
productivities of resources used in such industries is likely to be high 
relative to other industries that do not have the same degree of market 
control. But tax incentives are unlikely to increase the flow of resources 
into these industries, and thus bring the marginal value productivities of 
labour and capital in these industries into line with those in other industries. 
The tax incentives will only raise the profits of the firms in the industry 


or the return to those who supply the factors of production. 


A large part of the service industry is characterized by a mititude 
of highly labour-intensive and competitive small firms. There is no reason 
to believe that the market discriminates against the service industry. The 
marginal value productivity of labour in this industry is relatively low. 
This leads us to the conclusion that the failure to tax services in the past 
has probably distorted the allocation of resources. We have no hesitation, 


therefore, in recommending that services should be taxed to remove the 


, 


discrimination against goods. 
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The situation with respect to the oil and mining industries is more 
complicated. As we discuss in Chapter 23, the available evidence suggests 
to us that the market may, to a limited extent, discriminate against invest- 
ment in the resource industries because of the risks involved in some aspects 
of those activities. Some tax incentives therefore seem justified; but we 
have concluded that the present incentives are too liberal in relation to the | 
si deca ui they are intended to offset and extremely inefficient, They 
bonus investments that would have taken place in the absence of the tax con- 
cessions, We are of the opinion that they induce too much investment in \ 
this sector relative to other sectors. Furthermore, the present incentives 
do nothing to meet the greatest risk of all, loss of the original capital 
put into a risky venture, We intend to meet this problem, to the extent 
that a tax system can legitimately do so, through our proposed treatment of 
losses. We shall therefore recommend that depletion allowances and the 
three-year exemption for new mines should be removed, However, we will also 
discuss a number of means of providing more efficient incentives to these 


industries where this is warranted. 


In addition to section 71A and the accelerated depreciation provisions 
for investment in designated areas added to the Income Tax Act in 1963, of 
te government introduced in 1965 the Area Development Incentives Act 6/. 
Under the latter Act the Minister of Industry is empowered to make subsidies to 
firms establishing new facilities or expanding existing facilities in designated 
areas. The subsidies are established by a formula based on the approved capital 


cost of the facility 7/. A subsidy under this Act is not taxable to the firm, 


We commend this change from tax concessions to subsidies, We believe 
that investment credits (subsidies) are at least as efficient as accelerated 
depreciation and, per dollar of revenue forgone, more efficient than the 
three-year exemption of income for new businesses. The fact that the costs 
of the subsidy can be readily determined is also a desirable feature, for 
it encourages the comparison of costs and benefits. Because the present tax 


incentives allow a business to postpone the deduction of any capital cost 
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allowances until after the three-year exempt period has expired, they provide a 
much larger concession than is immediately apparent. It is not possible to 
say how great the resulting tax concession may be. We do not think this 


feature of the present measure is desirable 8/. 


We do not feel that we can take a position on the probable effectiveness 
of the area development incentives. We believe, as we have already said, 
that there may be grounds for subsidizing the movement of capital to depressed 
areas. We are doubtful whether subsidies that do not take into account the 
specific needs of specific areas will lead to an efficient allocation of 
capital among the areas ; but we are aware of the other efforts that are being 
made to provide funds for depressed areas through provincial and federal 
regional development bodies. To sige extent that the latter can help to 
develop both the infrastructure of these depressed areas, through better 
education, roads and cheaper power, and geographic focal points for development 
that can help to realize economies of scale, the unselective character of the 
area development incentives may be compensated for to some extent. We are also 
aware that highly selective subsidies involve a risk of serious error, unless 
those who allocate the funds are extremely knowledgeable. The state of 
knowledge about regional development is still so fragmentary that heavy 
reliance on government planning for industrial development within regions is 
perhaps premature. Selective subsidies to industry also have the disadvantage, 
at least to many people, that they require a high degree of government inter- 
vention in business decision making. We strongly recommend that a full-scale 
research programme on the problems of regional economic development be under- 
taken with all speed. The problem is of great importance and complexity. 
Every effort should be made at an early date to assess the effectiveness of 


the new programmes. 


Although we cannot be certain how effective the area development incentives 
will prove to be, we are reasonably certain that they will be more efficient - 
than the present tax incentives. Because the former will be more useful, and 


because our recommendation for accelerated capital cost allowances for new 
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businesses, regardless of location, should assist in meeting the financing 
problems of such businesses, there seems no reason to keep the depressed 

area tax incentives; we believe they would be redundant. It is our recon- 
mendation that they be removed from the Act, but, of course, not in such a 
manner as to remove the incentive to those businesses now availing themselves 


of the provisions. 
Research and Development 


Recent findings on the importance of technical change for economic growth 
have brought about increasing enthusiasm for research and development. This 
enthusiasm is reflected in the spate of speeches and articles on the subject 
and in the introduction of new government programmes to encourage research. 

The federal government now has four subsidy-type programmes and a tax incentive 
designed to encourage research by business. The four expenditure programmes 
are: the Industrial Research Assistance Program administered by the National 
Research Council; the Defence Industrial Research Program administered by the 
Defence Research Board; and the Defence Development Assistance Program and the 
Program for the Advancement of Industrial Technology, both administered by the 
Department of Industry. The National Research Council programme, and the 
Program for the Advancement of Industrial Technology which was enacted in 

June 1965, are the most important. The former pays the cost of personnel 
engaged in scientific research; the latter pays 50 per cent of the non-capital 
costs of the development of products or processes that involve new applications 
of existing technology or the development of new technology with industrial 
applications. The emphasis in the National Research Council programme is on 
research, apparently without much regard to its commercial application; the 
Department of Industry programme is concerned only with research that has 


direct commercial applications. 


The combined effect of sections 72 and 7eA of the Income Tax Act is to 
grant not only an immediate write-off of current and capital expenditures 


but also an extra deduction from income of 50 per cent of the increase in 
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these expenditures over those in the year ended prior to April 11, 1962. 
Scientific research includes expenses incurred in the development of a 


prototype. 


In the 1965 Budget the Minister announced his intention to modify the 
present incentive when it expires in 1966. These proposed modifications 
include: (a) a cash grant or credit against tax liabilities of 25 per cent 
of research expenditures that will provide an equal incentive to all businesses 
regardless of their tax position; (b) application of the incentive to all 
capital expenditures and to current research expenditures in excess of the 
preceding three-year average; (c) administration by the Department of Industry; 
and (d) review by that Department of expenditures of over $50,000 a year to 


ensure that the expenditures would be likely to benefit Canada. 


The new system proposed by the Minister would remedy many of the defects 
in the existing provisions. The suggested use of grants rather than tax 
concessions is to be commended; the extension of the base period from one to 
three years would make the scheme less capricious; the allowance of all capital 
expenditures seems sensible (presumably capital expenditures are additions) 
the insistence that the Department of Industry approve large expenditures will 
ensure that the Department responsible for justifying the expenditures to 
Parliament will also be responsible for approving them. The basic question 
in our minds is whether or not this scheme is necessary at all given the 
National Research Council programme and the Program for the Advancement of 


Industrial Technology. 


What is urgently needed is an appraisal of the returns that are likely 
to result from different kinds of research and development expenditures. 
We recognize that this appraisal will be exceedingly difficult to make because, 
by their very nature, the returns to research are most uncertain. The indirect 
returns may well exceed the direct returns. Nevertheless, unless some view 
is taken of the returns to “basic™ research versus "development" research, 


and of research undertaken by institutions relative to private industrial 
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research, there can be substantial waste and confusion. The establishment 
of a Secretariat within the Privy Council Office to co-ordinate federal 
research programmes is obviously a move in the right direction, although 
it will also be necessary to undertake research on research if the co- 
ordination is to accomplish more than consistency. Consistent error is 


no improvement over confusion. 


There is no doubt that Canadian expenditures on research and development 
as a percentage of GNP are substantially below those in most developed countries, 
and far below those in the United States. Part of the latter disparity is 
accounted for by the mammoth defence research expenditures in the United 
States. But many of these defence expenditures have an industrial pay-off. 


Even if we ignore them, Canadian research expenditures are relatively low. 


One of the main reasons for the low proportion of research and development 
expenditures to GNP in Canada is that many large Canadian corporations are 
subsidiaries of United States corporations. Canadian subsidiaries obtain the 
results of the research work of their parents at a relatively low cost or at 
no cost, although the profits of the subsidiaries will of course be larger if 


the foreign research is successfully applied in Canada. 


| It would be a great mistake, we believe, to do anything that would 
jeopardize this flow of information across the border, Canada has in the past 
gained, and can continue to gain, a great deal from it. The present tax 
treatment that allows Canadian businesses to deduct the expenses (other than 
capital) for research conducted outside Canada is eminently sensible, One 
problem may arise from our dependence on foreign research, however, It is 
possible that borrowed United States technology carries with it products and 
techniques that are not well suited to Canada's markets, This is a question 
that deserves consideration. Obviously it will be very difficult to assess, 
but Canada also needs to know whether research conducted here is best for 
Canada's markets. Even if large foreign companies could be persuaded to 


conduct a greater part of their research in Canada, it does not necessarily 
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follow that the research done would be any different from what would be done 


abroad, if the instructions still come from the foreign company. 


This brings us to what we think is the heart of the matter. As was 
the case with respect to regional development incentives, we doubt whether 
broad incentives that apply without qualification to something as vague as 
"research and development" can be effective. Per dollar of revenue forgone 
or cost incurred, we have little doubt that the National Research Council 
programme and the new Program for the Advancement of Industrial Technology 
are a great deal more efficient than general tax incentives. Under the 
former, the qualifications and work of those engaged in research are under 
review by persons knowledgeable in the field. Under the latter, applicants 
for grants have to satisfy the Department of Industry that the projects 
would constitute a substantial advance having commercial potential, and 
would not merely be a minor variation of an old theme. Because it is a 
requirement of the Program for the Advancement of Industrial Technology 
that successful developments must be exploited in Canada, there is at least 
some possibility that Canadian market and production conditions will be 
taken into account. We recommend that consideration should be given 
to placing more reliance on the National Research Council programme and the 
Program for the Advancement of Industrial Technology, and to battle both 
the tax concession in section TeA of the Income Tax Act for research and 
development and the proposed general grant programme for research and develop- 
ment announced in the 1965 Budget, unless a careful evaluation of the 
effectiveness of these general forms of encoursgement suggests that they | 
would be relatively more efficient. However, one aspect of the current tax 
encouragement should be retained as part of an overall, more generous approach 
to capital expenditures. “We recommend that expenditures on research and 
product development, even if they are of a long-term or capital nature, should 


be explicitly permitted as a current deduction in determining income. ‘ 


Some have argued recently that the grant programmes for research are 


less desirable than tax concessions because they involve a degree of government 
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control and, to use the words of the critics, "interference". We find 
this point of view unconvincing. The research grants are available under 
known conditions for those who want them; those who do not want the “inter- 
ference" need not apply. The lack of "interference" under a tax concession 
is simply a reflection of the fact that the rules of eligibility are so wide, 
and the problems of proving that a taxpayer does not fall within its terms 
so difficult, that the taxpayer does not have to change his normal behaviour 
substantially dere te from the concession. Section 72A of the Income Tax 
Act has received much support from taxpayers, research and business organiza- \ 
tions. It probably has stinmlated research expenditures that otherwise would | 
not have occurred. However, we think that the tax revenues forgone may have 
been disproportionate to the benefits received. 
Improved Quality of the 
Factors of Production 

The increased supplies of labour and capital, which were estimated by our 
research staff to account for over one half the growth rate of private non- 
farm output, were assumed to be of homogeneous quality over the entire period. 
It is likely that this assumption is not valid and that the estimates conse- 
- quently understate the contributions of these factors. The argument that 
new capital embodies ever-improved quality appears to be eminently reasonable. 
However, probably because of the inadequacies of the data, this hypothesis 
has not been substantiated for Canada, although it is reasonable to assume 
that increases in the constant dollar value of the capital stock understate 


the real additions to productive capacity. 


There are two basic sources of change in the quality of the labour force: 
changes in its age and sex composition, and changes in the ability of workers 
as a result of education and on-the-job training. The first source is well 
known, and many analyses of economic growth take this factor into account by 
standardizing the labour supply for differentials in age and sex. In Canada 
there has been a very slight decline in the overall quality of labour force 


as a result of changes in its age and sex composition. 
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An attempt was made by our research staff to follow several of the 
fascinating beginnings that have been made in measuring the impact of changes 
in the skill of those in the labour force. The one aspect of skill that it has 
proved feasible to measure is formal education. In contrast to the findings 
in the United States, the research suggests that in Canada formal education 
has improved labour's quality only by a very small. amount over the past four 
decades 9. The disparity between the findings in the two countries is 
largely explained by the very significant lag in Canada in educating large 
numbers of its population. Because this lag has only recently been reduced, 
the impact will no doubt be felt in future decades and will give an added 
boost to Canada's potential growth rate. Our recommendations have sought 
to provide a measure of encouragement to the post-secondary education of 
Canadians to assist in this quality improvement. An evaluation of the role 
played by other forms of investment in "human capital", such as on-the-job 
training and health improvements, was not possible, either because of con- 
ceptual difficulties or because the data required are not yet available 


in Canada. 


CAPITAL FORMATION 
The Rate of Investment 


Determining the factors that influence capital formation has been the 
object of a number of statistical investigations carried out by our research. 


staff. 
Two salient findings emerged from this work: 


io Capital requirements, as measured by the relationship of actual to 


potential output, are key determinants of the level of fixed investment. 


2. Gross business saving, defined as the sum of depreciation allowances and 


retained earnings, has a statistically significant and quantitatively 


important impact upon fixed investment. 
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These findings indicate that fiscal policy can influence the level of 
investment, and hence the rate of growth of potential GNP. Fiscal policy 
is a major tool available for influencing aggregate demand and will affect 
investment in two ways: avoidance of excess capacity will provide a direct 
stimulus to private investment; increased levels of utilization tend to 
raise business income and hence gross business saving, providing a further 
stimulus to investment. The maintenance of full employment will therefore 


yield additional benefits through a more rapid rate of capital formation. 


As was demonstrated in the first part of this chapter, the retardation 
of capital formation caused by the Great Depression and World War II held 
the annual average growth rate of long-run potential GNP over the 1926-63 
period down by about 0.3 percentage points, despite the high rates of capital 
formation during the postwar years. Milder depressions will, of course, not 
retard capital formation to the same extent; but, as shown later in this 
chapter, their effect upon capital formation and growth can be quite substan- 
tial. Over the next six years the private non-farm capital stock is expected 
to grow at a rate of about 5 per cent a year, if there is no gap between 
actual and potential output. If actual output falls short of potential 
output by 5 per cent, this capital stock will grow at a rate of about 4 per 


cent a year. 


Once a full-employment path is achieved, further increases in the rate 
of growth may be obtained by increasing the rate of growth of capital, labour 


input, or productivity. 


The significance of our second statistical finding is now apparent. 
If capital formation depended solely upon capital requirements, tax structure 
policy, as distinct from stabilization policy, could not affect the rate of 
investment and hence the rate of growth. However, because investment is 
partly determined by gross business saving, changes in the tax structure 
which change the level of gross business saving at a given levei of output will 
probably affect the level of investment, on the assumption that tax-induced 


changes in corporate retentions have the same effect as other changes. 
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The two major statutory provisions within the present tax structure that 
have a substantial impact upon the level of after-tax corporate income are 
the schedule of corporate income tax rates and the allowable capital consumption 
rates. For changes in these tax variables to affect the level of gross business 


saving at full employment, two conditions mst hold: 


das’ The corporate income tax rate change mst not be fully shifted to 


consumers and wage earners. 


en Changes in after-tax corporate income resulting from the tax rate change 


must not be offset by changes in dividend payments. 


The evidence we have examined suggests that both these conditions hold 


in Canada. 


Shifting. A detailed study was ue our research staff of the behaviour 

of individual industries in response to the tax increases that occurred in the 
early 1950's. It was found that firms with market power, that is, those 
possessing the ability to shift corporate income taxes through price increases, 
shifted changes in these taxes only partially. When the fact that firms without 
market power probably cannot shift the tax at all is taken into account, these 
detailed results indicate that, on the average, manufacturing firms probably 
shifted about one third of the tax within two to five years 10/. This finding 
was confirmed by a more aggregative analysis of the shares of GNP going to 


labour and capital for the postwar period as a whole. 


One important limitation of this evidence should be mentioned, however, 
Over the period studied, effective corporate tax rates in Canada and the 
United States moved closely together. Indeed, aside from the gradual and 
modest reduction in the United States effective corporate tax rates in recent 
years, the two rates have moved in unison virtually from the beginning. 

This means that an examination of the shifting of corporate taxes in Canada 
almost certainly overstates the degree to which independent changes in 


Canadian corporate taxes would be shifted, for a greater portion of corporate 
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income tax changes would be shifted when the effective rates moved together. 


Without an instance of Canadian corporate tax rates changing substantially 


and independently of changes in the United States rates, we can only rely 


on assumptions and logical deductions from those assumptions to guide us. 


Theoretical considerations suggest that, in the case of an independent 


Canadian corporate tax rate change, little shifting would occur in the 


following types of industries; 


ee 


to 


Industries producing for export where the Canadian share of world 


exports is not dominant. 


Industries facing extensive import competition from either identical 


or close substitute products from abroad. 


Protected industries dominated by a few large corporations operating 
in Canada, where the Canadian price is set just below the port-of-entry 


import price plus tariff. | 


Theoretical considerations suggest that extensive shifting is likely 


occur in the following industries: 


Regulated industries where the regulatory standard is the maintenance 


of some “normal” rate of return on capital. 


Ct aad industries dominated by a few large corporations operating 

in Canada, where the price is set substantially below the port-of-entry 
price plus tariff, and where the main long-run constraint on the pricing 
behaviour of the existing major firms is the threat of entry of new 


firms into the Canadian market by: 


a) foreign corporations establishing new subsidiaries or branches 


in Canada; or 


b) the establishment of new Canadian-owned and -controlled corporations. 
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Although we have no proof, we believe the "little shifting” group of 
industries predominate in the Canadian economy. Therefore, an independent 
change in Canadian corporate income taxes is not likely to be shifted even 
by as much as the evidence with respect to the corporate income tax rate 


changes in Canada and the United States during the early 1950's would suggest. 


Under the system we propose of fully integrating personal and corporate 
income taxes for resident shareholders, by giving them full credit against 
their personal income tax liabilities for the corporate tax paid with respect 
to corporate income allocated to them, there would be a reduction in taxes 
on corporate source income for most Canadian shareholders. However, because 
the credit would be confined to resident shareholders, there would be no 
change in the tax position of the wholly owned subsidiaries operating in 
Canada. Therefore, those industries that would be expected to shift a tax 
reduction through lower prices because of fear of the entry of new subsidiaries 
of foreign corporations would not be under pressure to do so. Establishing a 
new wholly owned subsidiary in Canada would be neither more nor less attractive 
than it was prior to the tax change. Only where there was a fear of entry 
from new domestically owned firms or of the dramatic expansion of existing 
firms would there likely be much shifting of the tax reduction. While our 
tax reforms would stimlate the entry of new Canadian firms and the growth 
of existing Canadian firms in the sectors of the economy where this kind of 
competitionis important, we have come to the conclusion. that relatively 


little reverse shifting would occur as the result of our integration proposal. 


Dividend Behaviour. There is substantial evidence that dividend behaviour 
is remarkably stable in the United States. Total dividends depend upon 
current corporate income after tax, and upon the level of dividends in pre- 
ceding years any . Changes in corporate income tax rates do not appear to 


influence this relationship. 


In Canada, the less marked stability of aggregate dividend behaviour 


reflects the much greater importance in this country of dividends paid to 
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non-residents. A large portion of these dividends are transfers from sub- 
sidiary to parent companies; nevertheless, dividends were found to depend 
primarily upon corporate income after tax and the previous level of dividends. 
Neither changes in the corporate tax rate nor changes in the marginal personal 


tax rate applicable to dividends appear to influence this relationship. 


While we are not satisfied that this simple relationship is an adequate 
explanation of dividend behaviour, the evidence supports the contention that 
the changes in corporate and personal income sn Teel that have occurred 
did not affect the proportion of after-tax profits paid out. Whether more 
drastic changes in tax rates would affect the pay-out ratio is uncertain 


because we have had no experience to fall back on. 


With respect to the influence of changes in capital cost allowance rates 
on dividend pay-outs, the empirical evidence suggests that these changes may 
have a slightly larger impact upon retention than tax rate changes that have 
the same impact on taxes paid. This perhaps results because most firms treat 
accelerated capital cost allowances as a tax deferment which they are re- 
luctant to pay out currently; but the effect of accelerated capital cost 


allowances on the expected rate of return may also play a role. 


To sum up, the evidence on dividend behaviour indicates that changes in 
corporate and personal income tax rates have not affected the proportion of 
after-tax profits paid out. This means that taxation has affected dividend 
payments only through its effect upon after-tax profits, and, in so far as 
after-tax profits are affected, dividends have borne a proportionate share 
of the tax burden. Therefore, changes in capital cost allowance provisions 
will probably have a larger impact upon gross business saving than changes 
in tax rates, that is, a tax reduction through liberalizing capital cost 
allowances will tend to increase gross business saving more than a tax rate 


reduction of equivalent value. 


Under our proposal for integration of corporate and personal income tax, 


resident shareholders would receive full credit for corporate taxes on all 
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corporate income allocated to them whether the allocations took the 

form of cash dividends, stock dividends, or other capitalization of sur- 
plus. Because we suggest a top personal income tax rate of 50 per cent 
and a flat corporate income tax rate of 50 per cent, most shareholders will 
receive a credit for or a rebate of corporate income taxes with respect to 
corporate income allocated to them. This means that the corporation would 
be able to reduce its cash distribution without reducing the cash flow to 
shareholders, for the tax credit or rebate would augment the lower cash 
dividend. It is our expectation that this change in the tax system would, 
on balance, increase gross business saving, although as we discuss subse- 


quently there would be no tax advantages to be gained from corporate retentions. 


The Rate of Return and the Cost of Capital. Economic theory would suggest 


that increases in the marginal rate of return will stimulate investment, 
whereas increases in the cost of capital, which is often associated with 
reduced availability of funds, should reduce it. Unfortunately, it is 
difficult to obtain quantitative estimates of the significance of these 
effects. The expected marginal rate of return is difficult to measure, and 
the average realized rate of return is probably an inadequate substitute for 
it. Even if measures of the expected rate of return were available, it would 
be extremely difficult to assess the impact upon it of tax changes in the 
past. Drawing inferences about the impact of future tax changes upon the 
expected rate of return is hazardous. Nevertheless, we accept the view that 
tax changes that increase the expected after-tax rate of return on investments 
will increase the demand for new securities and reduce the cost of funds, 


thereby stimmlating the rate of investment in fixed capital. 


Serious statistical problems impede the econometric investigation of 
the effects of the rate of interest and other monetary variables upon in- 
vestment 12/. The inability of our research staff and that of the Royal 
Commission on Banking and Finance to detect a cit el ange and stable impact 
does not necessarily mean that the monetary variables in fact have little 


influence. The Royal Commission on Banking and Finance also conducted an 
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intensive interview and questionnaire study of the effect of interest rates 
upon business investment. The study found that the high interest rates of 


1959 and early 1960 had little influence upon investment 13/. 


In view of the ambiguity of the econometric results, Hoth here and abroad, 
and in the light of the negative findings of their intensive survey, we concur 
with the findings of the Royal Commission on Banking and Finance that the 
short-run impact of monetary policy on fixed investment is probably weak. 
However, for growth policy, the important issue is whether the long-run 
effect of monetary policy on investment is significant. In the absence of 
reliable empirical evidence on this question, we mst give weight to a_priori 


reasoning which suggests that these effects are of some importance. 


We therefore conclude that measures which have one or more of the 


following effects will stimulate the propensity to invest: 


1. A rise in the utilization rate, that is, the ratio of actual to potential 


GNP. 


a An increase in the level of gross business saving (depreciation plus 


retained earnings). 
ee A reduction in the cost, or an increase in the availability, of funds. 
4, A rise in the expected after-tax rate of return on new investment. 


So far we have considered only the propensity to invest. In an under- 
employed economy, it is the propensity to invest that will usually determine 
the rate of capital formation. If the economy is at full employment, however, 
stimlating investment without stimlating domestic saving mst either create 


inflationary pressures or lead to an increased use of foreign saving. 


The Rate of Saving 


There are a variety of fiscal means available for increasing the rate 


of domestic saving. The most important and perhaps the most effective way 
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is for the government to achieve a surplus of revenues over expenditures. 
Positive net saving by the government will permit an excess of total in- 
vestment over private saving without creating inflationary pressures. Such 
a policy has the virtue that it can generate a large increase in domestic 
saving, if that is required, and that the increase can be achieved without 


harmful side effects upon the goals of horizontal and vertical equity. 


Some policy recommendations that have achieved currency do not share 
this virtue. We refer in particular to proposals to change the tax calles 
increasing the burden of sales and excise taxes and reducing the burden of 
income taxes, and to proposals to reduce or eliminate progression in the 
personal income tax rates. The adoption of such measures would increase the 
tax burden upon those with low incomes and hence would conflict with the 


goal of vertical equity. 


The increase in personal erp that would result from a reduction in 
the progressiveness of the income tax would likely be quite moderate. If 
those with incomes over $8,000 save 25 per cent of their after-tax income, 
and the remaining taxpayers save 5 per cent of their after-tax income, the 
elimination of any progressiveness in the rates on taxable income, while 
preserving the same total personal tax burden, would yield an anmual increase 
in personal saving of about $40 million 14/. This would involve shifting 
some $350 million of tax burden from the upper income to the low and middle 
income groups. Because the same amount of aggregate domestic saving could 
be achieved by an across-the-board tax increase of $80 to $90 million, we 
conclude that reducing progression is an inefficient means of stimlating 


saving. 


Changing the tax mix by increasing sales taxes and by an across-the- 
baer reduction in personal income taxes’ may affect personal saving in two 
ways. First, such a change would reduce the overall progressiveness of the 
tax system. However, the above illustration leads us to doubt whether such 


a reduction in progressiveness would increase saving significantly. Second, 
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because sales taxes fall on consumption today, and on saving only some time 
in the future (when the assets are liquidated and spent), a switch to sales 
taxes reduces the tax burden on the saved portion of current income 15/., 
Presumably, if the effect of the greater emphasis on sales taxes were im- 
portant, a combination of increased sales taxes, reduced average personal 
income tax burden, and increased progression of the personal income tax rate 
structure to maintain the overall progressiveness of the system might be a 
package that would stimulate saving without reducing progressiveness. How- 
ever, hevottuniid to saving so provided would not be great. Moving from 
personal income taxes to sales taxes is equivalent, from the standpoint of 
the typical saver, to a rise in the rate of interest earned on his saving. 
Because the available evidence suggests that personal saving is quite un- 
responsive to changes in interest rates, it follows that the rate of saving 


is unlikely to respond dramatically to changes in the tax mix. 


If a substantial reduction of the tax burden on saving were desired, it 
could be achieved most effectively by allowing taxpayers to deduct from their 
income for tax purposes some or all of their saving; the revenue could be 
maintained through higher taxes on income. Under the present system taxpayers 
may deduct certain contributions to pension plans and registered retirement 
savings plans in determining their taxable incomes. We will propose a system 
that deals with all contractual saving in a roughly similar manner. By raising or 
lowering the limits to the allowable deductions for registered retirement saving, 
and giving more or less generous tax treatment to the current earnings on the 
assets acquired, it might be possible to change the level of private saving. 
However , ee extent to which increases in contractual saving would be offset 


by reductions in other forms of saving is uncertain. 


We should also point out that the above comparison referred to a change 
in emphasis from taxes on income to taxes on consumer expenditure. If a 
sales tax falls on capital goods as well, as is now the case with respect 
to the manufacturer's sales tax, the change will reduce rather than stimlate 


real saving. The removal of the sales tax from capital goods, which is 


oe 


desirable on grounds of allocative efficiency, would also be a desirable 
change in the tax mix from the growth standpoint because the capital goods 
purchasing power of each dollar saved would be increased. If the revenue 

now raised by the sales tax on capital goods were raised instead through 

the personal income tax, vertical equity as well as saving and investment 
would be enhanced because, in the long run, a significant share of the burden 
of the sales tax on capital goods, like that of all sales taxes, is likely 


to be shifted forward to consumers. 


These findings that changes in the tax mix within a given overall tax 
yield would do little to stimulate personal saving are neither surprising 
nor disheartening. Personal saving accounts for only a small share of total 
saving, being overwhelmed by gross business saving. In addition, a large 
portion of personal saving finances increases in residential housing rather 
than increases in business fixed capital. Year-to-year changes in personal 
saving are even less important. In contrast to business, foreign, and 
government saving, which fluctuate greatly from year to year, personal saving 
is remarkably stable. Despite the large changes in both the tax burden and 
the relative importance of different taxes, personal saving today bears about 


the same relationship to personal disposable income as it did in the 1920's. 


The remarkable stability of the relationship between personal saving 
and disposable income , together with the stability of the relationship between 
dividends and net profits, suggest that reductions in the effective corporate 
income tax rate, offset by increases in either personal income taxes or indirect 
taxes, could be used to increase private saving. We have already stated that 
the available evidence does not suggest that changes in corporate income tax 
rates are fully shifted. Therefore, a reduction in Canadian corporate income 
tax rates would probably lead to increases in after-tax corporate income. 
Because corporations save (retain) about one half of their after-tax income, 
while individuals gave only 5 per cent to 10 per Gat on average, about ode 


half of a corporate income tax cut would be saved, but an equivalent increase 


in personal income taxes would reduce personal saving by only about 10 per cent 
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of the additional tax. Such an increase in saving could be achieved without 
reducing vertical equity if the offsetting increase in the personal income 
tax were concentrated in the higher income groups. For while this group 
saves more than 10 per cent of its after-tax income, it is unlikely to save 
as much as corporations. The existence of a differential rate of saving 
between corporations and upper income individuals means that an increase in 
saving could be achieved by moving taxes from corporations to upper income 


individuals. 


Our proposal for integrating personal and corporate taxes would, however, 
achieve an increase in saving without some of the unfortunate side effects 


of the switch from corporate to personal income taxes we have just discussed. 


Under our proposal, reductions in corporate income tax rates relative 
to personal income tax rates would not change the rate of return on dividends 
paid to resident shareholders and, to the extent that foreign shareholders 
obtained credit for Canadian corporate taxes, would not affect the rate of 
return to non-residents either. While Canadian corporate tax reductions 
would increase the cash flow of corporations, it would also transfer funds 
from the Canadian treasury to foreign treasuries and make it possible for 
high income shareholders to postpone payment of portions of their personal 
income taxes if they do not realize their share gains (assuming that share 
gains are not taxed on an accrual basis). However, if corporate income were 
not allocated, in an attempt to postpone personal income tax, share prices 
would presumably rise with the increase in unallocated corporate income; 
shareholders who realized gains on shares would be taxed at full personal 
rates on such gains even though the retained corporate income had borne a 


substantial tax at the corporate level. 


As we have said in the previous chapter, there are, however, two methods 
that can be used to increase corporate saving without reducing the corporate 


income tax rate: investment credits and accelerated capital cost allowances. 
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Investment credits involve providing the corporation with a tax reduction 
equal to a percentage of its capital expenditures during a specified period in 
excess of a prescribed capital expenditure base. In effect, if the corporation 
increased its capital expenditures, it would be given credit for having paid 
taxes that it had not paid. This would reduce the net tax liabilities of the 
corporation and, under our integration proposal, would put greater tax rebates 
or credits in the hands of resident shareholders when earnings were allocated 
to them. Investment credits would improve the cash position of corporations, 
increase the rate of return on capital-intensive projects, and directly in- 


crease rates of return to resident shareholders. 


With accelerated capital cost allowances, the corporation receives the 
equivalent of an interest-free loan from the government because corporate 
income tax is postponed. Because the corporate income tax is postponed and 
not forgiven, as in the case of a credit, this procedure is less expensive 
to the revenue. Accelerated capital cost allowances also improve the cash 
flow of the corporation, increase the rate of return on capital-intensive 
investment projects, and increase the rate of return to resident shareholders 
through the reduction in the cost of capital to the corporation, Later in 
this chapter and in Chapter 22 the overall impact of the capital cost allowance 
system is discussed further; but it should be emphasized here that the use 
of rates of capital cost allowance in excess of rates based upon a corporation's 
estimate of an asset's useful life has greatly increased corporate cash flows, 
and therefore has been a stimulus to capital expenditure. Thus, a general 
increase in such rates would provide a strong additional incentive to corporate 


saving. 
The Allocation of Saving 


In addition to stimulating the aggregate amount of saving and invest- 
ment, measures may be taken to improve the efficiency with which available 
saving is allocated to alternative investment uses. The most efficient 
allocation of saving is achieved when the expected marginal social rate of 


return is equal in each alternative investment use 16/. 
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There are reasons why the most efficient allocation of resources would 
not be achieved even in the absence of taxation or with a completely neutral 
tax system. First, the expected social rate of return may differ from the 
rate of return that can be attained by private investors. This will be 
particularly important for those capital expenditures that are related to 
the development of new technology. New techniques often have application 
outside the area of their original development and it is unlikely that the 
developer can succeed in realizing all the benefits that result from his 
innovation without restricting the use of the new technology, which would 
be undesirable. In addition, certain large, lumpy capital expenditures in- 
fluence significantly the profitability of related industries and activities. 
The private investor cannot be expected to take these yields into account 
in making his decision. Second, expected private rates of return will not 
be equated at the margin because private investors probably prefer safe to 
risky ventures, and attach liquidity premiums to readily marketable assets. 
In addition, access to the capital markets is more readily achieved by the 
large and the established firms than by the small and the new. Risky ven- 
tures tend to be further discriminated against because most institutional 
lenders have an aversion to financing them. Third, the present tax system 
itself has a number of features which tend to distort the allocation of 


saving. The more important of these are discussed in the following pages. 


Treatment of Losses. The present tax system severely restricts the deduction 
of losses from other income. Because capital gains are not taxed, capital 
losses are not deductible. Business losses cannot be transferred except under 
very special circumstances, and they cannot be used to offset other income 
except in the year in which they occur. They can be carried back only one 
year and forward for five years against business income. The limitations 

on the deductibility of losses increase the after-tax return that would have 
to be expected on a risky venture before it becomes comparable to the after- 
tax return expected on a venture with low risk. This harmful feature re- 
inforces the discrimination against risky ventures that would occur in any 


case. 
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We have concluded that this bias created by restrictions on the 
deductibility of business losses under the present system should be removed. 
Also, we have framed our recommendations so as to avoid creating a bias 
through taxing capital gains without adequate provision for capital losses. 
To this end we recommend later that capital losses should be fully deductible 
against other income in any year with but very few restrictions. We also 
recommend later that the carry-back and Sibi gerund periods for business 
losses should be extended and that business losses should be deductible 
from other income in any year. However, we have not gone so far as to 
recommend refunds of tax with respect to losses, or the unlimited transfer- 


ability of business losses. 


Risky Ventures. At least with the present state of knowledge, economic 
markets are a more efficient means of allocating resources than direct 
governmental planning and direction. This is not to say that there is no 
need for government intervention to achieve socially desirable ends, or 
that there is no need for government regulation to impose some constraints 
on the freedom of action of individual entrepreneurs, for such is of course 
one of the purposes of government. But the aims of government can for the 
most part be achieved most efficiently by subsidies, specific expenditure 
programmes, and other types of direct an of Where possible they should 
be achieved in this fashion rather than indirectly and inefficiently 


through manipulation of the tax system. 


The incorporation of special incentives into the tax system consequently 
requires justification. We believe that there are several considerations | 
which justify the inclusion of special tax incentives to encourage investment 
in risky ventures. First, the capital markets are by no means "perfect" in 
the efficiency of their allocation of resources to highly risky ventures, 
particularly because such ventures are generally new, small enterprises. 
Second, while there is need for direct governmental action in assisting new 
firms to obtain financing, we have concluded that incentives built into the 
tax system can provide an efficient means both of making risky investments 


more profitable and of reducing their need for external funds. 
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Our general approach is in favour of a treatment which is not an exemption 
from tax but rather a postponement of the payment of taxes ordinarily due, 
the postponement being realized by permitting immediate full write-off of the 
cost of depreciable assets acquired. The postponement is in effect an interest- 
free loan repayable to the government out of income subsequently earned. It 
therefore does not reduce the long-term tax liability, but it does decrease 
the amount of funds required to finance the investment and, in so doing, 
increases the investment's profitability. We believe that this is the approach 
that is most consistent with equity and with the nature of the risks that 


deserve to be recognized in a tax system. 


One of the principal problems is that it is often difficult to diversify 
investments in risky ventures although such diversification would reduce the 
element of risk. Most investors will invest in highly speculative ventures 
only after substantial evaluation of the investment opportunity. The need 
for such evaluation puts significant constraints on the number of ventures 
that most investors can feasibly contemplate. The resultant limitations on 
the ability of investors to diversify their investments in high risk ventures 
apply, to some extent, even to large firms with sizeable analytic staffs, for 
such firms are limited as to the number of different areas in which their 


knowledge and resources permit them to invest. 


Moreover, even for an investor who is sufficiently knowledgeable about 
the nature of a firm and its market to be able to evaluate the firm as an 
investment, it is often difficult to find many such firms in which he can 
invest. The greater the extent to which a firm is investing in a new (and 
hence risky) venture, the fewer the number of potential investors in a 
position to evaluate whether the firm is likely to succeed. As a consequence, 
a given investment is less risky to the firm, or to the investor in the firm, 
when it is undertaken by a large firm than when undertaken by a small one. 
This results not because the project is itself any less risky, but merely 
because the small firm's investments usually cannot be greatly diversified 
either by the company or by the public investor through buying shares in 


other small firms, 
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Thus, there is a good case for the proposition that the capital market 
does not provide a very efficient means of allocating capital to new firms 
introducing risky innovations. The increased risk resulting from the diffi- 
culty of diversifying risky investments results in a substantially higher 
cost of funds for new firms than for established, diversified firms investing 


in similar projects. 


The higher cost of capital (and decreased availability of funds) is 
increased still further for small firms by the effect of the relatively 
fixed cost of evaluating investments. The costs of analyzing a firm are 
relatively stable, whereas the return to be gained by a financial inter- 
mediary from finding investors for a firm will inevitably vary with the 
size of the firm. It is worth while for an agent working on a commission 
basis to invest resources in analyzing and marketing the securities of a 
firm seeking a large volume of funds. For a small firm, it will be 
more difficult to find investors because of the firm's riskiness, and more 
difficult to analyze the firm because of its inevitably more specialized 
nature. For many small firms it is consequently difficult to obtain needed 


funds. 


The Dual Corporate Tax Rate, We have already cited our finding that in 

the short run about two thirds of corporate income tax changes are not quickly 
passed on in the form of higher prices even when Canadian and United States 
corporate income tax changes are made simultaneously. Independent Canadian 
changes would probably be shifted to an even lesser degree. This means that 
shareholders, and perhaps owners of capital generally, in the short run 

bear most of the effects of tax changes through lower or higher after-tax 
profits. In the long run, the rate of return to capital is presumably restored 
by a change in the rate of capital formation, with the change in the rate of 
increase in output for the economy as a whole that this entails. By inte- 
grating the corporate and personal income tax this atsincentive to capital 
formation would be reduced. The full taxation of share gains would tend to 


work in the opposite direction. 
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Another problem that exists under the present system is the discriminatory 
treatment of income earned through the corporate form compared with other 
forms of organization, and the discrimination between corporations with large 
and small profits. These ire he bans in tax treatment mean that projects 
WER the same expected before-tax rate of return have different expected 
after-tax rates of return depending on the organization which undertakes the 


project. This leads to an inefficient allocation of resources, for all kinds 


of projects cannot be undertaken by all forms of organization. 


The lower rate of corporate income tax on income below $35,000 is one 
of the features of the present system which contributes most to this result. 
The low income company is not necessarily a small company in terms of assets 
nor is it necessarily owned by low income shareholders. The lower corporate 
rate is therefore a most inefficient method of compensating for the risk- 
iness of new, small businesses.’ The dual corporate rate can create gross 
inequities because high income shareholders can pay low rates of corporate 
tax and arrange that the company retain the earnings. These undistributed 
earnings have in the past frequently been realized by the shareholder by 
a variety of techniques that encountered little or no personal income tax. 
Because the integration plan we recommend later involves taxing corporate 


profits at the personal rates of resident shareholders, low income shareholders 
would not require the lower rate of corporate tax. Those with low personal 
rates would pay at those rates. Our recommendation that the new, small 


company be allowed rapid write-off of capital costs would compensate for 


the high cost and limited availability of capital. 


Therefore, we recommend later that the dual rate of corporate tax 
be abolished in the interest of improving the allocation of resources and 


of increasing equity. 


Capital Gains. The absence of a tax on capital gains has undoubtedly had 
the effect of encouraging an inefficient allocation of resources. Two ven- 


tures with the same expected before-tax rate of return will have very different 


N 
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expected after-tax rates of return if one return is taxable and the other is 

not. Under the present reser 5a does capital gains have been taxable if 

the recipient is "in the business” of making them, and not taxable when the 

gain was in some sense incidental or unintended, and the effect has been to X 
raise the after-tax rates of return to amateurs and reduce them for the trader. | 
It has made buying and selling financial assets more attractive than investing 

in assets that will produce ee and services, particularly when the ee 
stream from the latter cannot be readily capitalized (as it cannot be for 

a closely held corporation without disposing of the corporation). It has 


also encouraged the retention of profits by corporations. 


The effects are not, of course, all negative. In particular, by raising 
the rate of return on corporate stocks the exemption of capital gains has no 
doubt compensated to some extent for the extra heavy taxation of the corporate 


stream of income. 


The taxation of capital gains can be considered only in the light of 
the treatment of capital and other losses, the integration of personal and 
corporate income taxes, the averaging provisions that we propose, and our 
proposed marginal rates of personal income tax. A more comprehensive dis- 
cussion is provided later. However, we can conclude here that the exclusion 
of capital gains has the effect of distorting the allocation of saving. It 
has also created great uncertainty and placed a high premium on the form 
rather than the substance of transactions. For these reasons, and because 


the exclusion is grossly inequitable, we recommend in Chapter 15 the inclusion of 


— 


these gains in income and the deduction of capital losses from income with 
further compensating charges in other features of the system that would, we 
are convinced, compensate for the negative effects on investment and saving 


of taxing capital gains. 


Capital Cost Allowances. If it is reasonable to assume that in most cases 
the depreciation charged by businesses on their financial statements reflects 


management's best estimate of the "true" rate of depreciation, the present 
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capital cost allowance provisions are exceedingly generous in the earlier 
years of the life of the asset. Based on a survey of large corporations 
conducted by our research staff it is estimated that Canadian corporations 
had, in the eight-year period ending in 1962, deferred their taxable incomes 
by over $2 AIH relative to their incomes as reported in their financial 
statements. as a result of the high capital cost allowance rates. The tax 


deferred on these incomes would therefore be about $1 billion. 


The ideal method, that is, one that is neutral with respect to investment 
in assets with different lives or expected rates of return, would allow the 
firm to deduct the reduction in the estimated market value of the asset that 
o@etns during the year. Under this method "the amount written off the book 
value of the machine in each year is the difference between Ae capitalized 
value of all future quasi-rents at the beginning of the year and the capitalized 
value of all future quasi-rents at the end of the year” ia Needless to say, 
this method would be administratively impractical. because well-functioning 


markets do not exist for many types of used assets. 


The preference of business firms for the straight-line method for their 
own internal planning is some indication that. among the feasible accounting 
methods available, this one is accepted as a more satisfactory approximation 


to the ideal than other alternatives. 


The generosity of the present capital cost allowance system results 


from the following four features? 


des The diminishing balance method allowed for tax purposes permits an 
acceleration of write-offs relative to the straight-line method used 


by most companies. 
ei The rates are probably generous. 


3. Allowances are permitted for assets not in use. 
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4. Allowances do not have to be claimed, so that when there is no taxable 
income the taxpayer can defer the deduction. This makes incentives 
that exempt income much more generous than they appear to be: in 
effect the system extends the loss carry-forward period for capital- 
intensive businesses, and makes it possible to transfer business 
losses to other taxpayers in the form of unclaimed capital cost 


allowances. 


Under the present capital cost allowance system the larger tax deferment 
will occur in the more capital-intensive businesses, and hence gives an ad- 
vantage to the proprietors or shareholders of such businesses relative to a 
neutral capital cost allowance system. It will increase investment in 
~ capital-intensive projects because it will increase the after-tax return on 
the former relative to Mi oae seatehet, f projects. If capital markets worked 
perfectly, the generosity of the present scheme would distort the allocation 
of saving and would be inequitable between proprietors and shareholders in 
capital-intensive and labour-intensive businesses. However, because generous 
capital cost allowances are more important for long-lived assets than for 
short-lived assets (for the potential tax deferment is obviously greater with 
respect to the former), because the riskiness of long-lived assets is usually 
assumed to be greater than that of short-lived assets, and because the market 
tends to discriminate against risk, the generosity of the present capital 
cost allowance system could be considered as a method of compensating for 


an imperfection of the market. 


Does the present system inadequately compensate, over-compensate or 5 
compensate for the market bias against long-lived assets? It is probably 
impossible to arrive at a definitive answer to this question. There is no 
method of assessing with the data available the extent of the market bias. 
Faced with this unanswerable question we have concluded that we have no 
clear evidence to warrant a basic change in the present capital cost allowance 


system, and therefore we recommend later that it should be continued. 
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These considerations would suggest that the tax system can help to 
improve the efficiency with which saving is allocated. Before we discuss our 
recommendations for this purpose, however, we shall deal directly with the 
question of the efficiency of capital markets, which is of particular relevance 
for reforms affecting the corporate tax. 
The Retention of Earnings by Corporations 
and the Capital Market 

The present tax system encourages the retention of earnings by corporations. 
High personal income tax rates, an incomplete dividend tax credit, and the 
exclusion of capital gains from income, all tend to reduce dividends. This 
means that a large portion of available praran is allocated by the managers 
of industrial corporations themselves, rather than by individual shareholders 


or by financial intermediaries acting on behalf of individual shareholders. 


If the capital markets worked perfectly, a case could be made for measures 
designed to increase the distribution of earnings that are now being retained. 
However, the available evidence and the logic of economic analysis demonstrate 
that the capital markets do not and will not work perfectly. As we have said, 
funds for risky ventures, for investments by new firms, and for investments 
in assets not readily marketable will not be as readily available as funds 
for the financing of safe investments by established firms. In addition, 
the financing of expansion through the capital market is not a costless 


operation. 


We expect that the functioning of the capital markets will improve as 
the volume of funds channelled through them expands and as new institutions 
are developed. As the Royal Commission on Banking and Finance has emphasized, 
the various measures the government could take in revising the Bank Act would 
be of great importance in this respect. However, we do not anticipate that 
the bias against the new, the small, and the risky will be eliminated. The 
United States capital market, with its much larger volume of transactions, 


greater degree of competition, and greater variety of institutions, functions 
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much better than any other capital market in the world. Yet informed opinion 
in the United States is not satisfied that the capital market allocates funds 


impartially or efficiently. 


On the other hand, it is clear that the decisions made by corporate 
managers about the allocation of corporate saving will not be ideal either. 
Despite the increased diversification of the modern firm, many potential 
projects will remain outside the range of vision of the most far-sighted 
manager. Funds will therefore tend to be reinvested in the firm's own industry. 
However, because past profits are an imperfect guide to future prospects, the 
use by firms of past profits as an indicator of prospective profits will not 
necessarily result in the most efficient use of the, funds While: errors, .in 
allocating retained earnings among alternative investments are self-correcting, 
for with enough large errors or repeated small errors there will be no profits 
and no corporate savings to allocate, the adjustments can take a long time 


and can be costly to the economy. 


In view of these problems, we think that the objective should be the 
development of a tax system that does not discriminate in either direction 
with respect to cash retentions. It would be unwise to develop a tax system 
that forced cash distributions for the result would be to penalize growing 
firms that were ploughing back earnings. We doubt whether such firms would 
be adequately served by the capital markets, particularly if they are engaged 
in ventures of high risk. Favourable tax treatment of cash retentions, on 
the other hand, constricts the growth and development of capital markets 
and makes it even more difficult for new firms, which have no past Tee 


draw on, to obtain funds. 


The recommendations we make with respect to the integration of corporate 
and personal income taxes would put pressure on corporations to allocate their 
profits to shareholders, but would be neutral with respect to the form of | 
distribution: cash dividends, stock dividends, or other capitalization of 


corporate surplus would have the same status for tax purposes. Because the 
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overall tax burden on income flowing through corporations would be reduced, 
however, corporations would be able to increase both their cash retentions 
and the cash put in the hands of the shareholders. For reasons already 
discussed, we also recommend the continuation of the present liberal capital 
cost allowance provisions, which we expect will continue to provide the 
major source of funds for business investment. If the internal funds available 
to firms were still deemed to be inadequate, we would recommend either more 
generous a ee ee allowances, or the adoption of investment tax credits, 
both of which link the provision of funds to capital expenditure, rather 
than a return to the discriminatory treatment of dividends relative to the 
retention of earnings. 
INCREASING THE INVESTMENT AND 
SAVINGS RATE AT FULL EMPLOYMENT 

In the preceding pages we have laid the foundations for a tax system 
which we believe would meet the needs for future Canadian economic growth. 
We come now to consider wnat we regard as extraordinary policies and measures 
that could be adopted to increase the propensity to invest and the propensity 
to save once full employment is achieved. In discussing these possibirities, 
- we emphasize that we are not advucating that such measures should be adopted. 
Rather, we are attempting to lay out reasonable ways of increasing the growth 
arc through increased capital formation, if the full-employment growth rate 
after the enactment of our recommended tax reforms was deemed to be inadequate. 
As we stated earlier, it is not clear that such an increase will necessarily 
be desired by the Canadian people once the rate of growth at full employment 


is achieved and the costs of increasing that growth rate are made apparent. 


One method, which has received widespread attention abroad and which 
is clearly consistent with the maintenance of horizontal and vertical equity, 
is the use of a combination of tight fiscal policy and easy monetary policy 
to raise the full-employment investment rate without inflation. Easy money 
will tend to stimlate investment through low interest rates and increased 
availability of funds; tightened fiscal policy will generate the saving, in 


the form of an increased budget surplus, to finance the investment. 
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This policy has much to recommend it, but it is both limited in its 
effectiveness and constrained in its execution by the importance for Canada 
of international capita. flows. The accessibility of the United States 
capital market limits the eelen® to which monetary policy, even when supple- 
mented by debt management policy, can be used to stimulate domestic invest- 
ment without reducing the capital inflow and generating balance-of-payments 
deficits. A devaluation of the Canadian dollar would, of course, correct 
the payments deficit and, because we are discussing long-run policies, ought 
not to be ruled out. To the extent that this policy of government surpluses 
is pushed to the point where devaluation is necessary, it essentially in- 
volves replacing foreign saving with domestic saving, rather than stimulating 
total investment, and wuld consequently have a somewhat limited effect upon 


the growth of GNP. 


Despite the limitations of these policies, we would urge that the federal 
government, before embarking on any of the additional tax changes discussed 
below, explore thoroughly the extent to which they could be used to stimulate 
saving and investment. Fiscal, monetary and debt management policies are 
accepted tools to be used for the achievement of the government's general 
economic policy. Policy makers have had a great deal of experience in the 
use of these tools, and while the gearing of them to stimulate growth would 
make a difficult task more difficult, it would not involve radical departures 


from the past. 


Various changes in the tax structure will tend to stimlate saving or 
investment, or both, and can be used in conjunction with fiscal and monetary 
policies to achieve a higher rate of capital formation at full employment. 

One of our recommendations is for a continuation of the limited deduction of 
contractual saving. This should continue to stimulate the rate of saving of 
low and middle income groups. Given ine Vinee that we have established, 

and the fact that some portion of any increase in contractual saving is likely 
to be partially offset by a reduction in other forms of saving, we doubt 


whether the agererate increase in saving so generated will be very large 18/. 
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However, the existence of a provision in the income tax structure permitting 
the deduction of specified forms and amounts of saving from gross income, 
provides the government with a ready tool for further stimulating saving. 
The limits can be raised, and the tax treatment of the earnings on these 
special forms of assets can be liberalized. This liberalization could be 
increased until virtually all saving and all returns on specified assets 
were bearing no income tax. That is to say, the income tax could be con- 
verted into an expenditure tax. However, it should be emphasized that this 
may be a relatively inefficient procedure because some of the apparent in- 
crease in saving will in effect only represent a change of form, with saving 


being switched from non-deductible to deductible forms. 


The rich save more than the poor, and a complete saving credit would 
reduce ra by, equity as we have defined it, because it would allow the 
rich to postpone their taxes more than the poor. It would also shift the 
life pattern of tax burdens in an unfortunate manner. To some extent this 
can be corrected by making the tax rate schedule more progressive; but if 
the tax base for the highest income groups virtually disappears, the 


correction will require extremely high tax rates on expenditures. 


Because gross business saving is one of the determinants of investment, 
stimulating business saving, unlike stimulating personal saving, partly 
eliminates the need for additional measures to increase investment. In 
addition, most of the measures that stimulate business saving have a more 


direct impact upon investment by increasing the expected rate of return. 


Accelerating the rate at which assets may be depreciated for tax purposes 
has both effects. The after-tax cash flow of the typical firm is increased, 
and the expected rate of return on new investment projects subject to the 


accelerated rates is raised. 


Some type of subsidy to investment through the tax system might also 
be considered. Investment tax credits of the type adopted in the United 


States can be used. The integration of the corporate and personal taxes 
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that we recommend would not create a barrier to this type of incentive. 
Because investment credits can be treated in several ways they provide a 


fairly flexible instrument. 


Finally, if the corporate and personal taxes were not integrated, re- 
duction in the corporate tax rate, offset by increases in other taxes, would 


stimulate business saving and investment. 


These, then, are the major tools at the government's disposal. We have 
not mentioned special tax incentives, such as those for growing industries 
and tax incentives based on the growth of sales, We reject the use of such — 
incentives because the efficient allocation of funds involves allocation on 
the basis of expected rates of return, not upon past rates of return, nor 
upon past rates of growth of sales, nor even upon future rates of growth 


of sales. 


The various tax measures to stimulate capital formation and business 
saving that we favour have the twin merits of providing for an increase in 
cash flow generally and of increasing the expected after-tax rate of return. 
They will not be perfectly neutral as between firms in different industries, 
because they will in general favour growth industries and firms, and may 
involve a too favourable treatment of long-lived projects. However, these 
are unfortunate side effects of the alternatives we have presented, whereas 
in the case of the special incentives mentioned immediately above they are 


an integral part of their design. 
FUTURE PROSPECTS 


We have examined the role played by the different sources of economic 
growth in the past. It would be unwise to conclude the discussion without 
examining the growth prospects of the Canadian economy over the next five 
or ten years. This procedure will shed additional light in two ways on the 


issue of policy for economic growth. 
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First, the degree of concern over given increases in the growth rate 
will probably be less when the growth rate is high rather than low, and 
consequently ought to be taken into account when tax reforms inimical to 
growth but desirable on grounds of horizontal or vertical equity are being 


evaluated. 


Second, we want to provide rough estimates of the effects of different 
policies upon the rate of growth of potential GNP. We have selected two 
particularly important kinds of policies for this analysis: (a) improved 
stabilization policy, and (b) a successful policy for raising the investment 


and saving rate at full employment. 


An examination of the growth gain from improved stabilization alone will 
be a useful supplement to findings presented above, for it makes it possible 
to take into account the effects of a reduction in unemployment on the 
growth of potential labour supply, as well as upon capital formation. In 
addition, the procedure is designed to show the effects of relatively small 
changes in the average degree of utilization of the factors of production 
upon medium-term growth, starting from the observed value of actual output, 
and the estimated value of potential output in 196%. By way of contrast, 
the estimate of the effects of poor utilization of the factors of production 
upon capital formation and growth presented earlier was based on a comparison 
of the estimated growth of potential output with the rate that would have 


been achieved had capital formation been maintained at full-employment levels. 


Estimating the growth effect of raising the average investment rate to 
a level only slightly below that achieved in 1957 (the year of highest in- 
vestment in the postwar period), would provide some guide to the possible 
growth impact of tax reform measures that favour saving and investment. 
Because Canada already invests a substantial portion of its GNP in business 
fixed investment, these estimates indicate the maximum growth impact to be 


expected from a tax programme designed to stimlate saving and investment 19/. 


170 


Before discussing the results of the projections, it would be useful to 
outline the underlying method used, and to distinguish it from those used by 


others. Our research staff made three projections, A, B, and C. 


The "A" projection involved estimating the growth rate that would be 
realized if the economy achieved full employment and if the investment rate 
were similar to that achieved in full-employment years in the past. The 
labour force projection is that made by the Economic Council of Canada, and 
is based upon full-employment assumptions. Average weekly hours are assumed 
to decline somewhat more slowly than they did in the past. Finally, it is 
assumed that full employment was achieved in 1964 and maintained every year 
thereafter. On the basis of these assumptions, we developed estimates of 


the capital stock and total output for each year in succession. 


The "B" , or unemployment projection assumed that output would rise to 
95 per cent of potential in 1964 and would remain in that relationship to 
potential thereafter. An investment rate typical of that achieved in the 
post-1957 period is assumed. Immigration is projected at somewhat lower 
levels than in the first projection, and average weekly hours are assumed 


to decline slightly more rapidly. 


Finally, the "C" projection used the assumptions made in the first 
projection, that is, the full-employment assumption, except that the future 
investment rate was assumed to reach 16 per cent of GNP, a rate surpassed 


in only two years in the 1926-63 period 20/. 


Before presenting the findings, two provisos are in order. First, We: 
projections are not forecasts; rather, they provide a rough comparison of 
future prospects with the past and make it possible to measure the effects 
of alternative policies on the growth rate. Second, it must be borne in 
mind that these projections ignore several questions of importance. Because 
technical change within the private sector of the economy is projected at 
the historical rate, the effects of increased education and of strengthened 


demand upon technical advance have not been taken into account. The 


sy a 


projections assume investment rates but not saving rates, so that they 
cannot provide an estimate of how much of the saving would be supplied 


from abroad 21/. 


So much for the provisos. The results of the projections are summarized 


in Table 4-3, 


TABLE }-3 


PROJECTIONS OF THE GROWTH RATES OF POTENTIAL GNP, POTENTIAL 
EMPLOYMENT, AVERAGE HOURS WORKED, AND CAPITAL STOCK, UNDER 
ALTERNATIVE ASSUMPTIONS 
(Annual Percentage Rates of Change) 


Potential 
Average 
Potential Potential Hours Capital a/ 
Period Projection GNP Employment Worked a/ Stock 
1926-63 Observed 3.8 Wwe - 0.5 3.0 
1963-70 A 5.0 . 2.6 - 0.4 5.2 
B 6 2.5 - 0.5 4.0 
Cc 5.2 2.6 - 0.4 5.8 
1970-75 A 550 2.5 - 0.4 5.4 
B 4S 2.4 - 0.5 K.2 
C 5.2 2.5 - 0.4 6.0 


a/ Private non-farm sector. 


The alternative assumptions used in preparing Table 4-4 are presented 


below. 
Ratio of Business Fixed 
Actual to Investment as a 
Potential Per Cent of GNP 
Assumptions GNP Immigration (in constant dollars) 
A Projection 1.00 E.C.C. b/ 14.5 
B Projection 0.95 25,000 less 12°55 
than E.C.C. b/ 
C Projection 1.00 E.C.C. b/ 16.0 


b/ Economic Council of Canada, First Annual Review, Ottawa: Queen's 


Printer, 1964. 
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As these estimates show, the growth prospects of the Canadian economy 
are more buoyant than a crude extrapolation of the past record would indicate. 
Even if the sluggish performance of the 1957-63 period is repeated ("B" pro- 
jection), potential output growth over the next five to ten years will probably 
exceed that achieved in the past. This is partly a result of the rapid growth 
of the labour force, but will largely be due to the effects of increased in- 
vestment rates resulting from the assumed avoidance of serious depressions 
and major wars. These two favourable effects are slightly offset by the re- 
duction in the contribution to economic growth of the movement of the labour 


force from low to high productivity sectors that occurred in the past. 


As we cited earlier in this Report, achieving and maintaining full 
employment will have a substantial impact on the growth of aggregate potential 
GNP. Under full-employment conditions potential GNP will rise by at least 
0.5 percentage points a year more than under conditions of mild but per- 


sistent under-employment ("A" projection compared to "B" projection). 


Increasing the investment rate to 16 per cent of GNP from 14.5 per cent 
will add another 0.2 percentage points to the growth rate ("C" projection 
compared to "A" projection). This indicates that the growth gain from improved 
stabilization policy is somewhat greater than the growth gain that mignt be 


expected from measures to increase the full-employment investment rate to the 


levels attained in peak years in the past. 


Lest the reader think that fractions of percentage points in the growth 
rate are trivial, it should be pointed out that maintaining full employment 
would increase GNP in 1970 by over $1.7 billion in today’s dollars, while 


increasing the investment rate to 16.0 per cent would add a further $1.1 billion. 


These estimates emphasize the conclusions we have drawn. The impact of 
stabilization policy upon economic growth is sufficiently large to warrant 
our underlining the recommendations mude in the previous chapter. In addition, 
they show that whatever the impact on saving and investment of tax reform 


measures, Canada will probably achieve a substantially faster rate of economic 
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growth in the future than it has in the past especially if full employment 
is maintained. Our lowest projected growth rate of 4.5 per cent is 0.7 


percentage points above the growth rate of total potential GNP observed in 


the past. 


While these projections are comforting, they do not warrant ignoring 
the impact of tax reform measures upon growth. We repeat that any tax system 
is likely to have a bias against growth, and we have consequently given serious 
attention to the growth aspects of our major tax reform recommendations. We 


believe that, on balance, our proposed reforms would encourage economic growth. 
CONCLUSIONS AND RECOMMENDATIONS 


SOURCES OF GROWTH 


1. Technical change (defined to include improvements in the quality of 
capital and labour, the discovery and development of natural resources, 
changes in the regional and industrial mix, as well as changes in 
technology) has made the greatest contribution, 46 per cent, to the 
growth of potential private non-farm output in the past. Increases in 
the supply of labour hours and of the stock of capital were considerably 
less important. Changes in these factors explained about 31 per cent 

- and 2% per cent respectively of the growth of potential private non- 
farm output. Although these estimates may overstate the importance of 
technical change, there is little doubt that improvements in the quality 
of factors of production, the regional and industrial allocation of 
resources, and technological developments are of vital significance to 


economic growth. 


_ In the past, unemployment in Canada has reduced the rate of capital 
formation and immigration and has increased emigration. This in turn 
has reduced potential GNP. Had full employment been maintained conti- 
nuously after 1926 our estimates show that GNP in 1963 would have been 
about 6 per cent greater than it was, a gain of about three billion 


current dollars. 
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THE SUPPLY OF LABOUR 


oe Changes in the supply of labour hours are determined by changes in the 
size and age-sex composition of the population, the proportion of each 
age-sex group that wishes to work, and the hours of work. Here again 
unemployment has played a role, for when there is unemployment in Canada 


immigration falls and emigration increases. 


4, The tax system does not appear to have had any effect on the growth of 
population, except probably with respect to emigration. Taxes may ex- 
plain, in part, the emigration of skilled workers to the United States. 
Reducing taxes on the middle “i tararrncomntacrat aye in Canada might help to 
reduce emigration of skilled workers. This would increase the rate 


of growth of output. 


te There have been important changes in labour force participation rates, 
but these have probably been little affected by the tax system. How- 
ever, the proportion of married women in the labour force does seem 
to be dependent, to some extent, on marginal rates of personal income 
tax. The Canadian growth rate would be increased if the labour force 


participation rate for married women were raised. 


6. There is no evidence that taxes reduce labour effort; but the studies 
are confined to particular groups in particular circumstances and it 
is dangerous to generalize from them. Although we have no evidence 
to support the contention we believe high marginal rates reduce labour , 


managerial and professional efforts. 


TECHNICAL CHANGE 


ins The shift of labour from agriculture to other industries has made a 
large contribution to economic growth in the past. It is unlikely to 


make such an important contribution in the future. 


8. Inter-regional movements of labour, from low to high productivity 
regions, have not made a major contribution to growth in the past. 


If differences in regional earnings are a reliable indicator of regional 


LO. 
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differences in productivity, there are potential gains still to be 
realized. The resistance to inter-regional labour mobility is so 


great that the potential gain probably will only be realized slowly. 


If the return to capital is low in regions where productivity is low, 
shifting capital from high to low productivity regions may reduce the 
national growth rate; but it is possible that relatively small additions 
to the capital stock in low productivity regions would yield large gains 
if there are economies of scale and agglomeration to be reaped, and the 
return on social capital is as high as we expect it to be. Policies 
designed to both increase labour mobility from and increase the capital 
flow to low productivity regions are probably desirable; but the latter 
should be undertaken only in the context of a strategy of regional 


development where the likelihood of large pay-offs are high. 


Provisions granting a three-year tax-exempt period for new manufacturing 
and processing businesses locating in designated areas, and accelerated 
capital cost allowance rates for such businesses, were introduced in 


1963. In 1965 the government introduced the Area Development Incentives 


Act under which subsidies could be paid to firms establishing new 


facilities or expanding existing facilities in designated areas. We 


welcome this change in emphasis because we are convinced that for 
this purpose subsidies are mich more likely to be efficient than tax 
concessions. We recommend that the subsidy programme be expanded 
and the regional development tax incentives withdrawn. We cannot 
be sure that the subsidies will be effective, but they should be 
more effective than the tax incentives per dollar of revenue forgone 
or expenditure incurred. Because the cost of subsidies can be more 
readily measured, they are more likely to be assessed im relation to 


the benefits reaped. 
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11. We strongly recommend that a full-scale research programme on the 
problems of regional economic development be undertaken as soon 
as possible. Until we know much more about the process of regional 
growth, government programmes can be little more than shots in the 


dark that indicate good intentions. 
RESEARCH AND DEVELOPMENT 


12. In the 1965 Budget, the government announced its intention to abandon 
the special tax incentive approach to research adopted in 1962 and re- 
place it with a system of cash grants and tax credits in 1966. 

We believe that such a change in approach is highly desirable. 

However, we think the government should consider expanding the National 
Research Council programme and the Program for the Advancement of 
Industrial Technology, instead of introducing a general research subsidy 
programme. The full write-off of research expenditures as incurred 
should be continued. Here too, so little is known about the kinds of 
research that are eee and who should do it, that it is dangerous 


to take a firm stand. Canada desperately needs some research on research. 


13. We are sceptical that inducing foreign corporations to undertake more 
research in their Canadian subsidiaries will provide substantial benefits. 
As long as the foreign parent determines the research programme, as we 
would expect it usually does, it is unlikely to result in research 
specifically related to the Canadian market or Canadian resources. 
Shifting research to Canada will, of course, increase the number of 
research workers in Canada. This is desirable but is unlikely to confer 


dramatic benefits. 


14. While Canada would gain from more research directed toward specifically 
Canadian subjects, the information acquired in this way should be 


added to the information obtained from abroad, not substituted for it. 
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IMPROVED QUALITY OF THE 

FACTORS OF PRODUCTION 

15. The argument that new capital embodies ever-improved quality appears 
to us to be sound. However, because of the limitations of the Canadian 
data we have no evidence to support this contention. Nevertheless, we 
accept the view that a higher rate of gross capital formation will 


improve the quality of our capital stock. 


16. We have found that the rate of formal education of Canadians lags behind 
that of citizens of the United States. The rate of growth of output in 
Canada could be increased by closing this gap. While the most effective 
way to do so probably would be through increased government expenditures, we 
later recommend tax provisions to encourage more Canadians to take more 
post-secondary education and training. The approach we propose would 


be more equitable and more effective than the present provisions. 
CAPITAL FORMATION 


17. We have concluded that the demand for fixed capital can be increased 


by: 


a) arise in the utilization rate, that is, the ratio of actual to 


potential GNP; 


b) “an increase in the level of gross business saving (depreciation 


reserves plus retained earnings); 


c) a reduction in the cost of or an increase in the availability of 


funds; and 
d) arise in the expected after-tax rate of return on new investment. 


18. Fiscal instruments clearly affect all of these factors. Successful 
stabilization policies can increase the utilization rate. The tax 
structure can affect (b), (c) and (da). Because Canadian corporate income 


tax changes are not fully and quickly shifted through price changes, and 


19. 
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because pay-out ratios do not change to offset changes in after-tax 
corporate profits, changes in corporate income tax rates, changes in 
capital cost allowance provisions and the adoption of investment 
credits can be used to-change business saving. Changes in corporate 


income tax rates are probably the least effective of the three instruments. 


By increasing the expected after-tax rate of return on financial assets, 
changes in the tax system can reduce the cost of funds to business and 


thereby increase the demand for fixed assets. 


THE RATE OF SAVING 


20. 


“4 
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One of the most effective methods of increasing the domestic saving 
rate is to adopt a restrictive fiscal policy that produces a surplus 
of government revenues over expenditures. This makes it possible 

to increase the rate of capital formation by more than the increase in 
private saving without inflation and without adopting inequitable tax- 


expenditure provisions. 


Reducing the progressiveness of the personal income tax would only bring 


about a modest increase in saving with a substantial loss in equity. 


Increasing the weight of sales taxes while reducing the weight of in- 


come taxes would increase saving by: 


a) reducing the overall progressiveness of the system, with the 


result mentioned above; and 
b) reducing the tax burden on saving. 


The latter effect would be similar to the effect on saving of increasing 
the interest rate earned. The available evidence suggests that the 
volume of personal saving is not sensitive to changes in interest rates. 
We conclude that increasing the weight of sales taxes in the mix would 
be unlikely to have a dramatic effect on the rate of saving and would 
reduce the redistributive effects of the system with a consequent 


reduction in its equity. 
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The tax burden on saving can be reduced most effectively through allowing a 


deduction of specific forms of saving from gross income in determining 


taxable income, and through reducing the tax borne by the income generated 


by the assets acquired by such saving. By restricting the volume of 
saving that can be deducted, the benefit to the upper income groups can 
be limited. Such an approach converts the income tax system into a 
partial expenditure tax system. The present tax system has such a 
deduction for some forms of contractual saving, and we later recommend 
that this system be modified to make it more generous to those in the 
lower income groups and to remove the features that distort the forms 
of assets that can be purchased with such savings. The system we 
recommend could be modified to encourage more contractual saving. It 
is unclear, however, to what extent this would result in a net addition 


to saving or to a substitution of one form of saving for other forms. 


Another way to increase saving through the use of the tax structure, 
without reducing the vertical equity of the system, would be to adopt 
a policy of accelerated capital cost allowances or investment credits, 
and to recoup the revenue through higher personal income tax rates on 
the upper income groups. These groups would have their saving reduced 
if their personal taxes were higher; but the increase in gross business 


saving would more than offset the reduction in personal saving. 


The latter approach probably would be more effective than a reduction 


in corporate tax rates in Canada because: 


a) a substantial part of Canadian corporate taxes are paid by non- 


residents and are offset by foreign tax credits; 


b) business saving is likely to increase less per dollar of revenue 
forgone with a corporate income tax rate reduction than would occur 


with accelerated capital cost allowance or investment credits; 
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c) under our integration proposal the after-tax rate of return on 
dividends to resident shareholders would not be affected by a 


corporate tax cut. 


A corporate income tax rate that was below the top personal income tax 


rate would create avenues for tax postponement through the non- 


allocation of corporate income for shareholders who are taxable at the top 


rate. Another result could be the overtaxation of other shareholders 
who realized gains on shares resulting from retained earnings that had 


not been allocated to them. 


THE ALLOCATION OF SAVINGS GENERALLY 


ele 


The rate of economic growth can be increased by a more efficient 
allocation of saving. The market will not provide the most efficient 
allocation of resources when social rates of return differ from private 
rates of return. The individual and institutional investors’ aversion 
to risk and their demand for liquidity probably result in under-investment 
in risky enterprises and in assets that are not readily marketable. The 
present tax system compounds rather than compensates for the misallocation 


of saving that is produced by the market. 


THE DUAL CORPORATE RATE 


e0. 


The dual corporate rate is an inefficient and inequitable incentive 
and we later recommend that the lower rate of corporate tax be withdrawn. 
Under the proposed integration plan the dual rate would have little 


significance in any event. 


CAPITAL GAINS 


29. 


The failure to tax capital gains and allow the deduction of capital 
losses in the past has distorted the allocation of saving. With regard 
to share gains, this has partly compensated for the heavy taxes borne 


by corporate income. But the compensation has been very haphazard, 
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grossly overcompensating in some cases, and adding to the heavy burden 

rather than compensating for it in others. Fully taxing asset gains and 
allowing losses would remove the distortion; and the negative economic 
effects could be offset by the complete integration of corporate and personal 
income taxes, the more liberal treatment of business losses, the in- 


centive for new, small businesses, and our other recommended reforms. 
CAPITAL COST ALLOWANCES 


30. The present system of capital cost allowances is probably more generous 
than a neutral system, but we think this gene:osity is justified because 
it compensates for the market bias against long-lived fixed assets and 


because it has increased business saving. 
RETENTION OF EARNINGS 


41. Forcing the distribution in cash of corporate earnings would probably 
reduce the rate of capital formation and, given the imperfections of 
the capital market, would not necessarily improve allocation. However, 
the present tax system is biased in favour of the retention of corporate 
earnings and this has undesirable features. We have concluded that the 
tax system should be neutral with respect to the allocation of corporate 


mens 


earnings. The taxation of capital gains and the integration of corporate 
and personal income taxes, with full credit given to resident shareholders 
against their personal income taxes for corporate income taxes on earnings 


allocated to them through cash dividends, stock dividends or th capitali- 


zation of surplus, should accomplish this end. 
FUTURE PROSPECTS 


32. A substantial increase in the growth rate of potential GNP would be 


realized if full employment were maintained. 


5 
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Increasing the rate of business fixed investment to the highest levels BN 


% 


\ 


\ 
\ 


attained in the past would further increase the growth rate, but not 
by as mich as the maintenance of full employment. The former increase in 
growth would not be without cost in terms of reduced current consumption, 


reduced leisure, or greater dependence on foreign saving. 


Even if Canada has persistent but modest rates of unemployment and the 

rate of capital formation is correspondingly low, the rate of growth 

of potential GNP will be higher in the future than in the past if major 
wars and depressions do not occur. This suggests that Canadians could 
"afford" a more equitable tax system even if this were to reduce the 

rate of growth of output, for people could be treated more fairly and 

the increases in the nation’s standard of living could still be maintained. 
We are confident, however, that if our reforms were adopted, they would _ 


improve the goudty of the syeren yi thout apy reduc ieee eE Osh. Lore 


\ ‘Indeed, we are convinced our proposed reforms would make a positive 


contribution to growth. 
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Corporations, a study published by the Commission. 
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See Appendix F to this Volume. 
See Appendix F to this Volume. 


The marginal social rate of return for a project is the rate of discount 
which equates the present value of the stream of social benefits with 
the present value of the stream of social costs. It differs from the 
ordinary private rate of return by including benefits in addition to 
those received by the investing firm, and costs in addition to one: 


incurred by the firm. 


F, Lutz and V. Lutz, The Theory of Investment of the Firm, Princeton, 


N.J.: Princeton University Press, 1951, p. 225. 


The growth of pension funds in the United States has not been offset 
by reductions in other forms of personal saving. P. Cagan, Effects 
of Pension Plans or Aggregate Saving, Occasional Paper No. 95, New 
York: National Bureau of Economic Research, 1965. However, it is 
not clear that making retirement saving more attractive would have 


the same effect, 


Note, however, that these projections abstract from the problem of 


national as opposed to domestic output. Some further increased growth 


in GNP relative to gross domestic product might be achieved by replacing 


foreign savings with domestic savings. 


These projections differ from those made by the Economic Council of 
Canada and others in two respects. First, the projections presented 
here focus attention upon the growth of potential output itself, 
whereas the growth rate required for the achievement of full employment 
in 1970 projected by the Council is the growth of actual output which 
involves a combination of the growth of potential and the closing of 
the gap between actual and potential output. Second, the capital stock 


estimates used in making the projections presented here are derived 
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from the assumption about the degree of utilization of the factors of 


production and the investment rate, and are not projected independently. 


e1/ The greater the share of savings supplied from abroad, the slower will 


GNP grow relative to gross domestic product, 


CHAPTER 5 
INTERNATIONAL ECONOMIC RELATIONS 


Because nations have different resource endowments and capital and labour 
are not perfectly mobile between them, world production can be increased by 
national specialization and international trade. World production can be in- 
creased still further if knowledge is quickly diffused among nations and labour 
and capital are able to move across national boundaries to their most produc- 
tive uses. Canada has gained enormously in the past, and will continue to gain 
in the future, from foreign trade, imported knowledge, immigration, and by 
supplementing Canadian resources with those of other nations when Canadian 


resources are fully employed. 


-Close international economic ties between nations create problems as well 
as confer advantages. When domestic output fluctuates, imports and exports can 
adjust in a compensatory fashion and mitigate the domestic instability. But it 
is also possible for the domestic economy to be disturbed directly or indirectly 
by external changes that are difficult to offset by domestic policy. The free 
movement of capital may make it possible to sustain higher rates of economic 
growth without inflation; but speculative international movements of capital 
can result in wildly fluctuating exchange rates or reserves that require the 
adoption of policies inappropriate to the prevailing domestic economic condi- 
tions. Foreign investment may bring "know-how" and access to markets; it also 


brings foreign ownership and control that are often thought to be undesirable. 


We have found it necessary to restrict our examination of the broad and 
complex issues involved in Canada's international economic relations to those 


questions that are immediately relevant to the main interest of our inquiry. 


We have not attempted to examine Caneda's tariff policy, but we have tried 
to take it into account. If present Canadian tariff policy represents Canadian 
opinion, Canadians are willing to sacrifice the higher per capital incomes that 
would result from a more internationally specialized economy, for a more urban, 


more industrialized, and more densely populated nation. We shall not belabour 
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here the advantages of international specialization nor question the choice 
that has been made, although we shall return to this point briefly later in 
the chapter. In what follows we shall assume that, to the extent policy is 
changing, it is changing in the direction of freer trade, and that there is no 


desire to reduce Canada's exports or imports as a percentage of national output. 


We have not tried to evaluate ae wisdom of adopting a fixed exchange 
rate. Whatever its advantages or aiecteate ees Canada has adopted such a 
policy and we have taken it as e given condition for our purposes. Adopting 
a fixed exchange rate does not mean, of course, that it can never be changed. 
Exchange rate adjustments are permissible under the International Monetary 
Fund Charter and ought to be used if a fundamental conflict exists between 
the achievement cof our domestic growth and stabilization objectives, and the 
maintenance of balance-of-payments equilibrium. We do not see such a conflict 


at the present time. 


We have not attempted be assess the adequacy of monetary policy in miin- 
taining Canada's exchange reserves under a fixed exchange rate, but we do 
consider the consequences for fiscal policy. In this area we have relied 
heavily on the work of the Royal Commission on Banking and Finance. We accept 
the proposition advanced in its Report that most of the time monetary policy 
will be adequate to the task, but that a fixed exchange rate throws a heavier 
burden on fiscal policy if there is a conflict between the monetary policy 
required to stabilize foreign exchange reserves and the monetary policy that 


would be appropriate to meet prevailing domestic economic conditions. 


The objectives to be sought in Canada's international economic rela- 
tions are those specified in Chapter 1: full employment, relatively stable 
prices, and an efficient allocation of resources. We considered but rejected 
the idea of including in our list of objectives one that explicitly dealt with 
maintaining international balance-of-payments equilibrium. In our view, the 
full-employment, price stability, and efficient allocation objectives have 
primacy of place. Balance-of-payments equilibrium should be considered as a 
constraint on the realization of these objectives rather than an objective 


in its own right. 
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We have had some difficulties with the foreign ownership and foreign 
control objective set for us by the terms of reference, because it appears to 
have prejudged this particular issue. We would have preferred to have been 
asked to consider whether there was a net economic benefit from foreign ownership 
and how the net economic benefit from foreign direct investment in Canada might 
be increased, rather than how Canadian ownership might be encouraged. However, 
the qualification included in our terms of reference, that our recommendations 
should not reduce foreign investment in Canada, requires us to consider the 


wider question. 
BASIC CONCEPTS 


International economic transactions occur when residents of one country 
sell goods, render services or transfer rights to or interests in property to 
residents of another country. The international balance of payments of a country 
is a record of the value of these international transactions over a period of 
time. In principle at least, the balance-of-payments accounts are formulated 
on the basis of the conventions of double entry bookkeeping. Each transaction 
between a resident and a non-resident requires both a positive entry and an 
equal negative entry in the accounts of each nation. If all transactions are 
recorded and the two entries are made for each transaction, the accounts must 
balance in the sense that for each nation the sum of the positive entries will 


equal the sum of the negative entries. 


The accounts consist of two parts: a current account and a capital account. 
Roughly speaking, the current account records as a positive entry the expenditures 
by non-residents that generate income for residents (Canadian exports of goods 
and services), and as a negative entry the expenditures by residents that 
generate income for non-residents (Canadian imports of goods and services ) TY 
Imports and exports are defined broadly to include interest, dividends and other 
payments for the services of capital. Thus, Canadian exports include not only 
the value of Canadian goods and tangible services sold to non-residents, but 
the payments non-residents make to Canadians for the services of Canadian capital. 


Similarly, Canadian imports include not only the value of foreign goods and 
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tangible services bought by Canadian residents, but all the payments Cana- 


dians make to non-residents for the services of foreign capital. 


The first part of the capital account records the changes in the claims 
between residents and non-residents of such things as foreign bank deposits, 
foreign bonds and foreign equities. Increases in residents' claims against 
non-residents, or reductions in the liabilities of residents to non-residents 
(outflows of capital from Canada), are recorded as negative entries. Conver- 
sely, reductions in residents' claims against non-residents, or increases in 
the liabilities of residents to non-residents (inflows of capital to Canada), 
are recorded as positive entries. The second part of the capital account re- 
cords changes in official holdings of gold and foreign exchange and changes in 


Canada's net position with the International Monetary Fund. 


A deficit on current account is necessarily associated with a capital ac- 
count surplus of equal size; for if Canada pays more for goods and services than 
it receives, it must increase its liabilities to, or reduce its claims against, 
non-residents by an offsetting amount. Canada has to borrow from foreigners or 
reduce its loans to foreigners. There must be a capital inflow. Similarly, a 
current account surplus would be associated with a capital account deficit to 
reflect the fact that, when the value of Canadian exports exceeds the value of 
its imports, the difference must be financed by a capital outflow. That is, 


Canada must lend to non-residents or reduce its liabilities to non-residents. 


Finally, it should be noted that the current account of the balance of 
payments is a component of gross national product (GNP). Exports, because they 
give rise to income for residents, are included in GNP as a positive item. Be- 
cause the data do not permit estimates of the expenditures of Canadian residents 
on the goods and services currently produced by Canadians by type of expenditure, 


aggregate imports are deducted from GNP as one item. 


A current account deficit means that there is a net leakage of purchasing 
power from Canada. If there is unemployment, Canadian income and employment would 
be increased if foreigners would buy more from Canada, or Canadians would buy more 


from Canadians and less from foreigners 2/. However, when all resources in Canada 


191 


are fully employed, a current account deficit means that Canadians are 
supplementing domestic resources with foreign resources. Were it not for 
the capital inflow (borrowing from foreigners), Canadians would have to 


consume less or reduce the rate of capital formation. 


Because each country has its own medium of exchange, and because the 
residents of a country usually want to command goods in their own country, there 
has to be a mechanism by which an exporter can receive payment in domestic 
purchasing power and by which an importer can make payments to his supplier in 
foreign purchasing power. The foreign exchange market serves this function. 

In this market the accounts receivable of one nation are exchanged for the 
accounts receivable of another. The rate of exchange, the price of one currency 
in terms of another, is determined by supply and demand, as are other prices, 
although supply and demand in this market are often influenced by government 
transactions made for this purpose. If the value of a country's imports 
exceeds the value of its exports, the residents of other countries must 
increase their claims against, or reduce their liabilities to, the residents of 
the country with the current account deficit. The price of the claims of the 
deficit country must be such, relative to the prices of the claims of other 
countries, that non-residents will hold the additional claims against the deficit 
country or the residents of the deficit country will hold fewer claims against 


other countries. 


If the situation is not as described above, that is, if what we may call 
autonomous transactions on current and capital accounts do not just offset one 
another, some adjustment must take place. With a flexible exchange rate the 
relative value of currencies is normally the first thing to alter. When Canada 
was on this system, a depreciation of the dollar normally brought in an inflow 
of speculative capital to finance the temporary deficit. Ultimately, the lower 
foreign-currency prices of Canadian goods, compared to thee produced abroad, 


would bring about a more permanent adjustment, unless the situation altered again. 


With fixed exchange rates, the government of the deficit country must 


initially maintain the value of its currency by supplying foreign exchange from 


19é 


its reserves. If the drain on reserves persists, that government will ultimately 
wish to adopt fiscal, monetary, or exchange rate policies to encourage exports 


and capital inflow and to discourage imports and capital outflows. 


FULL EMPLOYMENT, PRICE STABILITY 
AND THE BALANCE OF PAYMENTS 


In the past, foreign trade has had a Seabiltz ing rather than a destabilizing 
influence on the Canadian economy fre This statement seems paradoxical in the 
light of the fact that the direction and timing of the cyclical fluctuations in 
the Canadian economy have been very close to those of the United States economy, 
although the cyclical fluctuations in the Canadian economy have been less 
extreme u/, It might be assumed that if the timing and the direction of the 
changes in activity in these two economies are similar, the fluctuations in the 
Canadian economy must be "caused" by our trade links with the United States 
economy. The paradox largely disappears when it is recognized that there are 
many economic, social and cultural links between the two nations that have 
apparently played a more important role than the trade link. The stabilizing 
role of the foreign sector of the Canadian economy is attributable to the marked 
sensitivity of Canadian imports to changes in the rate of increase of GNP when 
the Canadian economy is operating relatively close to its potential. It is true 
that fluctuations in the United States economy create fluctuations in Canada's 
exports, and these in turn bring about fluctuations in Canadian GNP. However, 
within the range of fluctuations in Canadian GNP that have taken place, when 
there is a slow-down in the growth of GNP for any reason, imports decline more 
rapidly than GNP. Foreign suppliers suffer a disproportionately large share of 
the decline in activity. When the Canadian economy is pressing against capacity, 
Canadian imports rise more rapidly than GNP as Canada draws on the resources of 


other nations. 


While Canada thus achieves an approximate balance of trade over the business 
cycle, the non-trade components of the current account of the balance of payments, 
the so-called invisibles, such as interest and dividends, are persistently in 


deficit; but the deficit on invisibles does not fluctuate markedly with 
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fluctuations in the level of economic activity. Therefore, Canada has a persistent 
deficit on current account, which increases in periods of expansion and declines 
in periods of contraction. 
The Stabilizing Role of 
the Foreign Sector 

The stabilizing fluctuations in the current account balance are only possible 
because there are increases in the net capital inflow when the deficit increases, 
and vice versa. If this were not the case there would be violent changes in 
the exchange rate (under a flexible exchange rate system) that would tend to 
reduce the stabilizing changes in the current account, or there would be sharp 
changes in the exchange reserves (under a fixed exchange rate system) that might 
force devaluation or appreciation of the exchange rate as the Canadian economy 
moved from periods of full utilization of capacity to periods of slack. Because 
the net capital inflow does not necessarily smoothly adapt itself to finance the 
changes in the current account eerie tis fact that the stabilizing fluctuations 


in the current account deficit have occurred suggests two points: 


as The periods of buoyancy in the Canadian economy have been brought about 
by high rates of capital formation financed to a significant extent by 
foreign direct investment in Canada. 

2 It has been possible through the use of monetary policy to maintain a 
differential between Canadian and United States interest rates that in- 
creased foreign portfolio investment in Canada during periods of 
rapid expansion and reduced it during periods when Canada had excess 


capacity. 


Therefore, any attempt that is made to escape the effects of fluctuations 
in other economies through increasing Canada's self-sufficiency by shifting 
resources from the production of exports to the production of import-competing 
goods is unlikely to be successful. Indeed, the presumption is just the opposite. 


Canada “exports” unemployment when domestic economic activity is declining - 
and "exports" inflation when the Canadian economy is pressing against 


capacity. Reduced dependence on trade would force Canada to keep these 
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undesirable "commodities" at home. 


We do not wish to imply that Canada should trade with other nations in 
order to increase the stability of the Canadian economy. Canada must trade 
so that it can specialize in the production of the goods and services it pro- 
duces most efficiently and thereby increase the real income of Canadians and 
others. But we wish to emphasize that, in our view, there is no basic conflict 
between domestic stability and heavy reliance on foreign trade as such Cy at 
is often overlooked that, if Canada were completely isolated economically from 
the rest of the world, the Canadian standard of living would be immensely lower 


and the economy would still be as unstable or more unstable than it is now. 


The Potential Conflict 


The devaluation crisis of 1962 in this country and the more recent strug- 
gle of the United States to eliminate its persistent balance-of-payments problem 
are reminders that the maintenance of stable and viable economic relations be- 
tween countries is difficult, and that the efforts to achieve external stability 


may limit a country's ability to maintain internal stability. 


To reduce complex issues to their simplest terms, when there is less than 
full employment, Canada needs monetary and fiscal ease and, when there is a 
danger of rapidly rising prices, monetary and fiscal tightness are needed. If 
the current account deficit behaves over the business cycle as it often does, 
with larger deficits at the peaks and smaller deficits at the troughs, monetary 
and fiscal tightness at the peaks will tend to induce a larger net capital in- 
flow to finance the larger deficit; monetary and fiscal ease at the trough 


will tend to reduce the net capital inflow as the deficit is reduced. 


Under_a Flexible Exchange Rate. With a flexible exchange rate, if the net 
capital inflow increases by more than enough to finance the increased trade 
deficit at the peak of the business cycle, the value of the Canadian dollar 
will tend to rise relative to that of other currencies. Similarly, if the net 
capital inflow falls by more than enough to offset the reduced trade deficit 
at the trough, the value of the Canadian dollar will tend to depreciate. These 
changes in the exchange rate will complement rather than frustrate domestic 


stabilization policies by changing the relative prices of imports and exports Cf 
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Under a Fixed Exchange Rate. With a fixed exchange rate the disequilibrium 
between changes in the current account deficit and changes in the net capital 
inflow bring about changes in the exchange reserves. There is no automatic 
equilibrating mechanism. If tight money at the peak of the business cycle 
induces an increased inflow of portfolio investment and this, together with the 
growth-oriented inflow of foreign direct investment, is greater than that 
required to finance the trade deficit, the government must buy foreign exchange 
to hold down the value of the Canadian dollar. If these purchases of foreign 
exchange are not financed through an increase in-the domestic money supply, 
Canadian interest rates will rise, and a greater portfolio inflow will be 
generated which will require continuing purchases of foreign exchange. If 
foreign exchange control, changes in commercial policy, and appreciation of the 
dollar are ruled out, the government can only escape from this dilemma by 
adopting an easier monetary policy, perhaps at a time of actual or incipient 
inflation, and rely upon a tight fiscal policy to curtail the increase in 
domestic demand. In the short run, it can do virtually nothing directly to 
encourage greater imports and reduced exports, although this result will be 


brought about if Canadian prices rise more rapidly than foreign prices. 


Easy money at the trough of the business cycle can also create difficult 
problems with a fixed exchange rate. If the net capital inflow falls more 
sharply than the current account deficit, Canada's exchange reserves will decline. 
If the loss of reserves is sufficiently rapid and persistent, the monetary 
authorities will be forced, to tighten credit conditions to encourage a greater 
capital inflow at a time when low interest rates are needed to stimulate capital 
formation. Here, too, there must be great weight put on expansionary fiscal 
policy; for fiscal policy must compensate for the depressing effects of monetary 
policy. It should also be recognized that the more successful the expansionary 
fiscal policy the greater the trade deficit will become, the greater will be the 
pressure on the exchange reserves, and the higher interest rates will have to be 
to bring about an increase in the capital inflow, unless one can count on the 


expansion itself to attract direct investment. 
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However, because some of the portfolio inflows are sensitive to the dif- 
ferential between Canadian and United States interest rates, and because fluctua- 
tions in the two economies often occur at the same time and are in the same 
direction, when Canada adopts a restrictive monetary policy to contain the 
expansion, the resulting high interest rates in Canada will frequently coincide 
with high interest rates in the United States. A similar situation holds when 
expansionary monetary policies are adopted. Thus, the danger of a conflict 
between external and internal stabilization goals is less probable than would 
appear to be the case when Canadian stabilization problems are considered in 
isolation. Only when Canadian and United States internal stabilization problems 
differ in direction or degree is a major conflict likely. 

Problems Created by the Ceiling on Exchange 
Reserves and the United States Guidelines 

We have described the conflict that may arise from an inordinate increase 
in Canada's foreign exchange reserves if tight monetary and fiscal policies are 
adopted to reduce the rate of increase of aggregate demand. Monetary policy may 
have to be relaxed to reduce the capital inflow, thus throwing a heavier burden 
on tight fiscal policies. This potential conflict is made much more pressing, 
although it is not changed in essence, if a ceiling on Canada's exchange reserves 
is adopted. With an exchange reserve ceiling, monetary policy may have to be 
relaxed more quickly and more completely than would be the case if the reserves 
could be allowed to vary within wide limits. In such a situation, fiscal policy 


Will have to react quickly to prevent inflation. 


The Canadian government accepted a ceiling on its exchange reserves as the 
price of obtaining exemption from the United States interest equalization tax 
imposed in 1963. It is not obvious why the United States government would have 
wanted to apply the interest equalization tax to Canada. Canada had not been 
accumulating exchange reserves and even if it had been, there is no doubt that 
the reserves would have been held in the form of United States dollars rather 
than in gold, and it is the loss of gold that is the concern of the United States. 
Only if Canada borrows in the United States and then lends United States dollars 


to, say, Europe is the United States gold position likely to be threatened. In 
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fact, Canada has been a large net provider of foreign exchange to the United 


States for a number of years. 


Without entering into a full discussion of the reasons for the decision 
of the Government of Canada to seek an exemption, had Canada not obtained 
exemption from the interest equalization tax, Canadian equity markets would 
have been subject to extreme pressures and an exchange crisis would have been 
difficult, if not impossible, to avert. Certainly Canadian interest rates would 
have had to have been significantly higher than they were to maintain the net 
capital inflow from the United States since 1962. Given the imperfections in 
the Canadian capital market, in particular, the 6 per cent interest ceiling on 
bank loans, much higher domestic interest rates probably would have had dis- 
ruptive effects on the allocation of capital. Higher interest rates in Canada 
undoubtedly would have been inconsistent with the need throughout the early 
part of this period for a rapid rate of capital formation in Canada to move 
closer to potential GNP. Nevertheless, acceptance of the limitation on the 
reserves intensified the difficulty of achieving simultaneous domestic and 


external stability. 


The foreign investment guidelines adopted by the United States in February 
and December 1965 changed the nature of the problem. The guidelines of February 
1965 extended the voluntary guidelines programme and the December programme made 
those guidelines, particularly as they pertained to industrial institutions, more 
detailed and stringent. The February guidelines had the two following effects 


upon Canadian capital inflows: 


Ls Short-term loans to Canadian residents, and the purchase of new Canadian 
issues by United States banks, were allowed to increase only slightly 
relative to earlier levels, while United States corporations were urged to 
repatriate liquid assets. 

2. The purchase of new long-term Canadian issues by Uni ted States non-bank 
financial institutions was restricted only by Canada's commitment to hold 


its foreign exchange reserves below a stipulated level. 


The December guidelines were more stringent, and coupled with the interest 


equalization tax and the foreign exchange reserve ceiling, would have meant that 
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the increase in foreign direct investment by United States corporations would 
have been limited relative to earlier levels. The limitation was on a world- 
wide basis and it is difficult to know how it would have affected Canada. However, 
the meeting of the Canadian and United States Ministers in Washington, in March 
1°66, made it clear that the direct investment provisions of the December guide- 
lines were not intended, or are not now intended, to alter the normal business 
behaviour of United States subsidiaries operating in Canada. If Canada can 
quickly obtain adequate information from the Canadian subsidiaries of United 
States parent companies to ensure that these companies are, in fact, behaving 

in accordance with this agreement, the Canadian situation will be approximately 
as it was prior to the announcement of the December guidelines. The ministerial 


agreement is thus of great importance. 


The February and December United States guidelines are extremely crude 
instruments for controlling international capital flows, and it is difficult to 
predict the extent to which they would have reduced the inflow of United States 
direct and short-term portfolio investment into Canada. Had the agreement not 
been reached it is possible, but unlikely, that they would have been so effective 
that there would have been a loss of Canadian exchange reserves, which would have 
compelled Canada to raise its interest rates to maintain an adequate inflow of 
long-term portfolio investment. If this had happened, Canada would have been 
confronted with three alternatives: high interest rates in Canada despite the 
interest equalization tax exemption; adoption of a much more restrictive domestic 


fiscal policy; or devaluation of the Canadian dollar. 


The important point to be borne in mind is that had the ministerial agreement 
not been reached and had Canada decided to forgo the interest equalization tax 
exemption (and superficially this would have seemed a sensible thing to do if 
Canadian interest rates were going to be high in any event), Canada would not 
have escaped the discipline of the exchange reserve ceiling. Under these cir- 
cumstances, the United States presumably would have restricted purchases of 
Canadian securities by United States non-bank financial institutions which would 
have virtually closed off the inflow of United States capital into Canada at 


any interest rate. 
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The adoption of the fixed exchange rate, the acceptance of a ceiling on 
our exchange reserves, and, to a limited but uncertain extent, the new United 
States foreign investment guidelines, have greatly increased the need for strong, 
reliable and readily implemented instruments of fiscal policy to make up for 
the possible preoccupation of monetary policy with the maintenance of external 
equilibrium. We have discussed in Chapter 5 some of the instruments of fiscal 
policy that are available for this purpose and how they might be used. We return 
to a discussion of the guidelines as they relate to foreign ownership and control 
later in this chapter. 

TAXATION AND CANADA'S INTERNATIONAL 
COMPETITIVE POSITION 

At the time this Commission was established there was general concern about 
the decline in Canada's international competitive position. The view was 
frequently expressed that the Canadian tax system was responsible a). Many of 
the briefs submitted to us put forward this point of view. As the effects of 
the devaluation of the Canadian dollar prior to May 1962 were felt, this criticism 
of the tax system greatly diminished. It is now generally acknowledged that the 
problem arose essentially because of the overvaluation of the Canadian dollar 
and that taxes played little, if any, part in the deterioration. We are in 


complete agreement with this diagnosis. 


| We will not discuss why the Canadian dollar was overvalued, for that has 
already been ably done by the Royal Commission on Banking and Finance. We would, 
however, like to make some general observations about the effects of taxes on 
Canada's international competition and report upon the results of our enquiries 


into some of the specific complaints that we received against the tax system. 


Analysis of the Problem 


The fact that a country has inefficient labour and capital, poor resources, 
and backward technology relative to other countries will mean that its people 
will be relatively poor but it does not mean that the goods and services produced 


in the country cannot be traded internationally. If the country's relative 
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inferiority is not the same in all lines of production, there is some ex- 
change rate at which trade can take place. If trade does not take place it 


is a clear indication that an adjustment of the exchange rate is required. 


It is possible for a nation's general international competitive position 
to deteriorate over a period of time relative to some previous position. 
This is to be distinguished from the constantly changing international com- 
petitive positions with respect to the particular goods produced by particular 
countries that result from changing relative prices for goods in all countries 
as a result of market forces. Changes in a nation's general os it 


position will result from changes ins 


1. The general Level of prices relative to the price levels in other countries. 
Bs The exchange rate. 


ie Trade barriers in the country itself or in the countries with which it trades. 


Changes in the level of taxes, in the domestic economy or in other economies, 
undoubtedly can change the relationship between general price levels in different 
countries. However, it is by no means obvious that higher taxes will increase 
the general level of prices. Furthermore, a change in relative price levels 
resulting from changes in tax levels need not be compensated for by changing 
taxes, whether this means offsetting domestic tax increases of one kind by tax 
cuts of another kind, or by matching foreign tax cuts with domestic tax cuts 8/ . 
The presumption is that if a general price level change is initiated by a per- 


manent tax change, the best permanent adjustment is a change in the exchange rate. 


While it is through their effects on costs and prices that taxes would 
directly affect a nation's international competitive position, it is sometimes 
argued that taxes have an indirect effect by reducing effort, initiative, risk 
taking, the rate of capital formation, and technical progress. We accept the 
proposition that the structure of taxes can have deleterious effects on pro= 
ductivity. The more slowly Canada's produetivity increases relative to that of 
other countries, and the more rapidly wages rise ee to productivity at j 


given levels of employment, the more difficult it will be to prevent a persistent 
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deterioration in Canada's international competitive position. To prevent such a 
deterioration would require a correspondingly slower rate of price level increase 
than in other countries. This would probably mean acceptance of a higher rate 
of unemployment and the associated slower rate of economic growth, that would be 
in addition to the slower growth that would result directly from the low rate of 
productivity gain. As we emphasized in the previous chapter, we believe that 
Canada can, through reform of its tax system, improve the allocation of resources 
and increase the rate of increase of Canadian productivity. Our detailed 
proposals are designed to achieve these results while improving the fairness 


of the system. 


We have been unable to find support, however, for the proposition that the 
level, as distinct from the structure, of taxes has had, or is likely to have, 
deleterious effects on Canada's international competitive position that cannot 
be offset by adjustments of the exchange rate or other policies. We have no 
intention of entering into a debate about the virtues and vices of "big" govern- 
ment, but we have found no evidence that Canada cannot attain its domestic 
objectives through increased government expenditures without necessarily 
suffering a decline in its international competitive position. International 
comparisons reveal no systematic association between tax burden, rates of growth, 


inflation, and trade position. 


| Our research staff made extensive and intensive international tax comparisons. 


The results can be briefly summarized. 


1. There was no indication that Canada's competitive position deteriorated 
in the 1950's as a result of any cause other than the level of the 
exchange rate that existed prior to the devaluation of the Canadian dollar 
or other factors over which Canada had no control. The Economic Council 
of Canada suggests that, for the more recent period, Canada's international 
competitive position has been reasonably well maintained 9/. 

2. The overall level of taxation in Canada was neither particularly high nor 
rising rapidly in relation to other countries in the period covered by the 


studies made for us. But, as we have explained, we are sceptical that these 
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sorts of comparisons are meaningful. Certainly the fact that a country 
has high or rapidly rising taxes does not necessarily imply that its 
competitive position must deteriorate. Moreover, it does not follow 
that taxes should be lowered or the rate of increase of taxes reduced 
because a country's competitive pond ake deteriorates. More effective 
and less painful adjustments may be possible. 

3. For the period examined by our staff, there was no evidence that Canada's 
reliance on direct, rather than indirect, taxes was unusually high. 

4, It was discovered, however, that while Canada's reliance on direct taxes 
was not out of line with other countries, its reliance on corporate in- 
come taxes was unusually heavy relative to its reliance on other direct 
taxes. Corporate income tax revenues are high relative to total taxes, 
and relative to GNP compared with most other countries. Corporate in- 
come tax revenues as a proportion of total tax revenues have been de- 
clining in Canada as they have in most other countries. However, the 
decline has been more dramatic in the United States with the result that 
Canada now draws a larger proportion of her revenues from this source 


than does the United States. 
Corporate Taxes 


An analysis of the "effective marginal rate" 10/ of tax on corporate 
income in Canada and the United States disclosed that, while the effective 
marginal rate in Canada in 1964 was slightly higher than it was in 1951, the 
United States effective marginal rate fell dramatically from 1951 to 1964 and 
declined still further in 1965. Canada's effective marginal rate was much 
below that of the United States rate in 1951; by 1964 the effective marginal 
rate in the United States was about the same as in Canada. The decline in 
the United States effective marginal rate was to a large extent attributable 


to the introduction of generous depreciation rules and investment allowances. 


The relatively heavy weight Canada places on corporate income tax-revenues, 
and the relative increase in the effective marginal rate of corporate income tax 


in Canada compared with the United States warrant concern, but not because these 
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factors have directly worsened our international competitive position. Most 

of the changes in the effective marginal rate of Canadian corporate income tax 
came about prior to the devaluation of the Canadian dollar, which began in 1960 
and culminated in the establishment of the fixed rate in 1962. We believe the 
devaluation swamped the adverse effective marginal corporate income tax rate 
changes which, after all, have to be substantial to have an appreciable effect 

on prices. Rather, our concern is with the heavy weight of taxes on some kinds 
of Canadian corporate source income. This reduces after-tax rates of return 

to Canadians on Canadian equities, reduces the rate of domestic capital formation, 
and distorts the allocation of capital in Canada. As we discuss in Chapter 4, 

we believe our proposal to integrate corporate and personal income taxes for 
resident Canadian shareholders would overcome these adverse effects, while 
maintaining Canadian corporate income tax rates. It must be borne in mind 

that a large proportion of Canadian corporate income flows to non-residents 

who, at least in the case of corporations resident in the United States, can 
usually offset most of their Canadian corporate income taxes against their 
domestic tax liabilities. Under these circumstances, Canadian corporate income 
tax cuts are of reduced significance because much of the impact would be on foreign 


treasuries rather than on foreign corporations and their shareholders. 


Sales Taxes 


It was represented to us in a number of submissions that the manufacturer's 
sales tax has the effect of discriminating in favour of imports and against the 
production of competing domestic goods by depriving the domestic producers of 
part of the protection that the tariff would otherwise afford them 11/. In 
contrast, two submissions alleged that the manufacturer's sales tax had the 
opposite effect of encouraging domestic production at the expense of imports 12/. 
The basis of these opposing contentions is that imports are subject to tax on 
their duty-paid value, xe Mt domestically produced goods are taxed on the 
manufacturer's selling price to wholesalers, actual or notional. If the domestic 
price of a good contains elements of cost, such as expenses for advertising and 
administration, that are excluded from duty-paid value because they are borne 


subsequently by the importer, the sales tax base for the importer may be less 


20h, 


than that for the domestic manufacturer. In addition, costs of transportation 
are not all included in duty-paid value, and so tax on them may be avoided by 
importing assembled products rather than parts for assembly. On the other hand, 
the Department of National Revenue gives a variety of tax discounts to domestic 
producers who compete against imports sold directly to retailers or consumers. 


These discounts are never given on imported goods. 


We have investigated in detail all cases of alleged favourable treatment of 
imports brought to our attention, and such other cases as appeared to exist. In 
some instances we found that the case put to us was based on partial information 
and distorted the true outcome. We found also that the Department of National 
Revenue has been exercising its administrative discretion with the utmost 
diligence, flexibility, and ingenuity to avoid favouring imports. At the same 
time, we have the impression that the administration of the Excise Tax Act is 
s0 complex that neutrality between imports and domestic production is impossible 
to achieve, and that cases of favouritism for both imports and domestic production 
are not unusual. Implementation of our recommendation that sales taxes should 
be imposed at the retail level and that producer goods should be exempt should 
effectively remove any deleterious effects that sales taxes may have on Canada's 


international competitive position. 
Export Incentives 


It has also been submitted to us that exporters in other countries receive 
special tax reliefs that give them a competitive advantage over Canadian exporters PETS 
On investigation, we found that such export incentives do in fact exist. None 
seem to be of great significance, some of them are in the process of being dis- 
mantled, and the continuation or expansion of others would be a violation of the 
letter or spirit of international agreements. Canada, and fifteen other 
countries 14/ are now bound under article XVI:B:4 of the General Agreement on 
Tariffs and Trade not to use any direct or indirect export subsidies that would 
result in the sale of other than primary products in foreign markets "at a price 
lower than the comparable price... in the domestic market". In addition, all 


signatories of the General Agreement on Tariffs and Trade are under obligation 
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to report any export subsidies. Whether or not subsidies are reported, countries 
injured by them may institute discussions or consultations, or even impose a 
countervailing duty upon the subsidized goods. Also, the signatories of the 
European Free Trade Association Convention and the European Economic Community 
Treaty, most of whom are committed to article XVI:B:4 of the General 

Agreement on Tariffs and Trade, are bound by similar provisions of their 
respective treaties. In all these contexts, export.subsidies are defined 

to include both the remission of direct taxes or social security charges 
calculated in relation to exports, and the remission of indirect taxes in excess 
of those actually collected at one stage or at several stages on the goods 


exported. 


Despite treaty obligations, we found it extremely difficult to obtain 
official information on export subsidies, other than those on agricultural 
products and shipping that were only incidentally related to taxation. A recent 
Canadian Tax Foundation survey reports that "A diligent survey involving a great 
deal of correspondence with many countries and agencies showed that spactirinaliv 
labelled incentives to exports are few" 15/. Some such incentives were, never- 
theless, reported in this survey or mentioned elsewhere. The Japanese and 
French schemes of corporate income tax reductions related to exports were among 
the more important general tax incentives offered to exports. The Japanese 
scheme was terminated in March 1964 prior to Japan's joining the Organization 
for Economic Co-operation and Development. The form of the French incentive 
was to give firms an acceleration of straight-line depreciation related to the 
fraction of their output exported. It therefore lapsed at the end of 1964 when 
straight-line tax depreciation ceased to be available for tax purposes in that 


country. Australia, too, reduces pay-roll and corporate taxes for exporters 16/. 


We are inclined to the view that such general export incentives are not a 
serious threat to competitors. Something in the nature of specific, or at 
least non-uniform, tax incentives to exports may be involved in the practice 
of many European countries of refunding multiple stage indirect taxes on exports. 


It was not possible to ascertain definitely whether or not these refunds are, in 
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fact, excessive and so constitute an incentive to exports 17/. The European 
Economic Community Commission has expressed concern about this problem and is 
now dealing with it. It is not clear, however, whether its standards of fair 


play in the matter will also be applied to non-members of the Community. 


We conclude that while export incentives through the tax system do exist 
abroad, they are not likely to constitute a major or increasing problem 18/. 
Nevertheless, we recommend that Canada work, nareleathrae through the inter- 
national agencies of which she is a member, to secure the highest attainable 
standard of compliance with both the letter and the spirit of international 


agreements in these matters. 


Incidental bene its to exporters may also result from favourable tax treat- 
ment of investment abroad, foreign branch income, and special status corporations 
in various countries. Even more important may be the special treatment accorded 
particular industries such as mining and oil, that happen to be major export 


producers. 


We would urge that Canada should not seek taxation incentives deliberately 
designed to stimulate exports. Quite apart from the fact that these would be 
incompatible with international obligations that are clearly in the country's 
broadest interests to uphold, they are undesirable on other grounds. Tax re- 
missions are bound to create inequities in the treatment of taxpayers, and can 
be presumed to result in a misallocation of resources, permanent reductions in 
output, and possibly a lower growth rate. General export subsidies are an in- 
efficient means of improving a country's current account balance because they 
encourage only the expansion of exporting and not of import-competing industries. 
The encouragement of specific exports is obviously much more damaging in this 


respect. 
ECONOMIC GROWTH AND THE BALANCE OF PAYMENTS 


The rate of growth of the Canadian economy is vitally affected by its . 
economic relations with other countries. International specialization, access 


to technical advances made elsewhere in the world, and the ability to draw on 
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the resources of other countries, including skilled manpower, can all contri- 
bute to a higher rate of growth of potential GNP and a more rapidly rising 

real income for Canadians. Greater independence, whether in trade, knowledge, 
or in the use of resources, will impose a cost in terms of lower living 
standards. International economic interdependence exacts a price too. When 
Canada imports goods and capital, it imports, to some extent, a style of life 
and restrictions on its actions that may be abhorrent to some and uncongenial 

to many. Because there is no unequivocal measure of the benefits from and 

costs of international economic interdependence, because there are divergent 
individual tastes and preferences about the Lanes that should be assigned to 
economic benefits and social-political costs, and because beliefs about national 
identity and national interdependence are held with deep conviction, there is 
fertile ground for conflicts about policies. We frankly admit that we have 
found no magic touchstone nor have we developed new information that will dispel 
the uncertainties that obscure the debate. We have, however, tried to sort out 
the issues that arise as a result of foreign capital inflows and to present our ° 


point of view as clearly as we can with an indication of the alternatives. 


We are not concerned here with the fluctuations in the inflows of 
foreign saving that we discussed above, but with the persistent net capital 
inflow and the associated current account deficit by which the real transfer 
of resources takes place. It is assumed that full employment and price 


stability will be maintained. 


In the simplest terms, a persistent net capital inflow and the associated 
current account deficit mean that Canada is consuming and investing not only its 
own resources but some part of the resources of other countries. The larger 
the net inflow, the higher can be the rate of capital formation without reducing 
current consumption. To put the matter the other way, the larger the net inflow, 
the less Canadians have to reduce their consumption to achieve a given rate of 


capital formation. The converse is true for a low rate of net capital inflow. 


If Canadians consumed an unusually high proportion of their current output 


it might be argued that they were discounting the future too heavily, and that 
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they should be forced or induced to consume less now in order to consume more 
in the future out of the increased future output resulting from the higher 

rate of capital formation, made possible by increased domestic saving. In fact, 
however, Canadians save a high proportion of their national income relative to 
other countries. The suggestion that Canadians should save more in order to 
reduce or eliminate the current account deficit, implies that Canadians should 
discount the future less than other peoples do. While this is a perfectly 


legitimate preference, it is a matter of preference, not of logic or fact. 


The proposition that Canadians should reduce their rate of capital formation 
to the rate of domestic saving, without reducing the rate of consumption, is 
tantamount to saying that Canada should accept a slower rate of growth of 
potential GNP. It is true that drawing on foreign saving now gives non-residents 
& greater command over future Canadian output, but there is no doubt that 
Canadian output expands as a result of this inflow of resources by more than 
the increase in its future payments to non-residents for the use of their saving. 
Unless foreign saving and investment merely replace domestic saving and invest- 
ment, and the high rate of Canadian saving suggests that this has not taken 
place, the reliance on foreign saving increases the capital stock, the productivity 
of Canadian labour and resources, and Canadian incomes. The reliance on net 
foreign saving is not in conflict with the goal of economic growth; indeed, with 
full employment, the higher the rate of net capital inflow the higher the growth 


rate of Canadian income is likely to be. 


Just as we do not believe it is part of our task to establish a target 
growth rate for the economy and then design a tax system that would bring it 
about, so we do not feel compelled to establish the target rate of net capital 
inflow. Canadians may become dissatisfied with the rate of growth that would 
result from maintaining full employment through a more effective fiscal policy 
and by a more efficient allocation of resources brought about by the adoption 
of the tax reforms we recommend. In that case, they may be prepared to reduce 
their current consumption and accept the sacrifice of an unusually high ide of 
domestic saving in order to increase the rate of growth, and we see no over- 


whelming technical obstacles that would prevent them from doing so. The net 
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capital Hue ik not large relative to the level of Canadian consumption, and 
a programme designed to eliminate gradually Canadian reliance on foreign saving 
over a three-or four-year period probably would not be unduly onerous. Assuming 
full employment existed at the outset, the following steps would achieve this 


result: 


1. Establish a target full-employment growth rate. 

2. ° Devalue the Canadian dollar to the level where the full-employment current 
account deficit at that growth rate would be eliminated. 

De Tighten fiscal policy to offset the expansionary effects of the devaluation 
on employment and prices, that is, increase the rate of saving at full 
employment. 

h, As the current account deficit declined, and the need to induce a capital 
inflow therefore declined, reduce interest rates to stimulate the rate of 


domestic capital formation. 


We do not recommend such a policy for we have no fault to find with the 
rate at which Canadians are saving and we can see no virtue in maintaining 
the growth rate by forcing Canadians to increase their rate of saving. But we 


think it useful to draw attention to this alternative. 


Thus far we have been speaking principally about the effects of net capital 
inflows on Canada's economic growth. Gross capital flows also have growth 
effects. It is quite possible to have no net inflow but substantial gross 
capital flows when foreign investment by Canadians just matches the investment 
in Canada by non-residents. When these flows take the form of direct investment, 
that is, investment that gives control over enterprises to those who make then, 
the host country can benefit through the availability a such things as new 
technology, managerial ability, access to markets, and increased competition. 
Foreign investment can, and almost certainly has, increased Canadian productivity 
and economic growth. Whether Canada could have obtained an even greater net 
economic benefit by changing the form of foreign investment, and whether the 
net economic benefit of foreign investment is enough to offset what are thought 


to be the social~-political costs, are the questions to which we now turn. 
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FOREIGN INVESTMENT 


From the point of view of the world as a whole, the free movement of 
capital among nations will lead to a more efficient allocation of capital and 
greater world production. With greater world production, all nations can be 
better off. This is obviously the goal toward which Canada should work; equally, 
obviously it is a goal that cannot be realized in the near future because it 
would require each nation to surrender virtually all of its fiscal sovereignty. 
All nations would have to have identical tax systems, and there would have to be 
tax agreements reached between them such that the tax burden on individuals and 
families would not be affected by the nationality of the recipient of income, or 
the geographic location of the assets from which the income was derived. While 
there are some encouraging signs that some nations are becoming more prepared to 
surrender some of their sovereignty for their mutual benefit, the day seems in- 
finitely remote when all nations will adopt common tax bases and rates, reach 
universal agreements on the sharing of taxes on international income flows, and 
develop methods of redistributing world income so that those nations that gain 


from the free flow of capital can compensate the losers. 


The problem is to develop a tax system for Canada that is not inconsistent 
with the gradual realization of these world objectives while recognizing the 


following points: 


Aa In a world with a miltitude of different national tax systems perfect tax 
neutrality for any one country is impossible. 

2% Unilateral action by Canada toward greater international tax neutrality may 
simply shift a benefit from the Canadian treasury to the treasuries of one 
or more other countries who are no more "deserving", with no improve- 
ment in the international allocation of capital. 

as The opportunity to tax the income generated by foreign capital invested 
in Canada is a major advantage Canada derives from such investments 19/. 

4, Foreign investment by Canadians may confer a net economic benefit on 
Canada, but the presumption is that the direct benefit is relatively 


small. 


ell 


5. Virtually any change in Canadian taxation will affect non-residents and, 
because of the differences between national tax systems, will have a 
different impact on residents and non-residents, and on non-residents 


of different countries. 


6. Capital inflows can, as we have discussed, increase the difficulties of 
carrying out an effective stabilization policy and could adversely 


affect Canada's terms of trade. 


Te The initial transfer of capital and the later returns on capital can 


give rise to balance-of-payments adjustment problems. 


8. There is some feeling in Canada against foreign ownership and control 


of Canadian businesses and resources. 


These considerations would seem to suggest that, despite the world 
gains to be had from free international capital flows, Canada should take a 
hard line toward foreign investment in Canada, at least in the near future. 
However, we believe it would be a etetake to proceed as though these were 
the only considerations. 
The Net Economic Benefit from 
Foreign Investment in Canada 

The revenue obtained from taxing the income generated by foreign capital 
invested in Canada is only one of the benefits Canada derives from such invest- 
ment. If Canada were to tax such income flows so as to maximize its tax re- 
vemues rather than to maximize the total net benefits from foreign investment, 
it would probably incur an economic loss. We have not tried to measure the net 
economic benefit from foreign investment and we doubt that such an investiga- 
tion would yield definitive results. But logic, the available evidence, and 
expert opinion all support the view that foreign investment, whether direct or 
portfolio, whether gross or net, whether it results in new fixed capital forma- 
tion or "take-overs”, confers a net economic benefit on the host country. If 
Canada were to reduce the inflow of foreign capital (we are not speaking here 
of the need to reeulate the inflow for stabilization purposes), we are convinced 
that, from an economic point of view, Canadians would be less well off. This 
does not mean that Canada should not strive to increase the net economic benefit; 


nor does it mean that Canadians are not at liberty to forgo a net economic 
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benefit in order to achieve more fully some other objective. It does mean 
that there is a cost to reducing foreign investment and that this cost should 
be borne in mind in reaching a decision. 
Changing the Form of Foreign. 
Investment in Canada 

It has been claimed that Canada's net economic benefit from foreign in- 
vestment could be increased if a larger proportion of the capital inflow took 
the form of debt rather than equity investment. The rate of return on bonds 
is less than the rate of return on equities, and if Canadians were to buy more 
Canadian equities and non-residents were to buy more Canadian bonds, Canada's 
future payments to non-residents for the use of their capital would be less, 
and the income of Canadians would be greater. This argument has an element of 
truth but requires careful qualification. Foreign direct investment often 
brings with it knowledge, skills, and access to markets. The rate of return 
on equity should be considered as the price paid for the whole package of 
inflows, not just for capital. In addition, much foreign direct investment 
in Canada has been made to finance the development of sources of raw materials 
for United States producers. The Canadian subsidiary has a guaranteed market 
in the United States parent company. Without a guaranteed buyer, a "truly 
Canadian" enterprise would face greater risks, and therefore would have to 
expect a higher rate of return than the United States parent would accept to 
warrant proceeding with a project. Consequently, investments are made as a 
result of the tie-in with the United States parent which otherwise might not 
be undertaken. Finally, if a foreign investment is unsuccessful or, because 
of a sharp decline in general business activity, is unprofitable for a 
period of time, payments need not be made to non-resident equity holders. 
With the sale of debt to non-residents, payments of interest and principal 


must be made under all circumstances. 


We could be reasonably certain that the net economic benefit from 
foreign investment would be increased by a policy that resulted in a sub- 
stitution of debt for equity investment only if the following conditions 


were met: 
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1. ro Seren we re no offsetting reduction in the inflow of foreign "know-how", 
access to markets, and so on. | 

2. There were no reduction in direct foreign investment in projects that 
would not be undertaken by Canadians. 

at miereGase no offsetting balance-of-payments adjustment costs as the 
result of increasing Canada's fixed Spliced one to non-residents. 

oe The policies would not give nige to retaliatory actions by other govern- 


ments that imposed greater costs elsewhere in Canada's foreign economic 


relations. 


It is our view that the present tax system discriminates against equity 
investment by Canadians, and we are convinced that the implementation of our 
reforms, particularly the full integration of corporate and personal income 
taxes for resident shareholders, would reduce the cost of equity capital in 
Canada. Because our proposals would He make foreign direct investment in Canada 
less attractive to non-residents, but would provide an inducement to foreign- 
controlled companies to sell shares in Canada, we think our reforms would 
increase Canada's net economic benefit from foreign investment. How great an 
impact our proposals would have in this respect is impossible to say, but we 
are satisfied that the change would be in the right direction. 

The peienitnanes of Foreign 
Investment in Canada 

The studies conducted by our research staff confirm the findings of others 
that portfolio (debt) inflows of capital into Canada are responsive to the 
volume of new Canadian issues and the relevant interest rate differentials 
between Canada and the United States. The short-term capital flows, at least 
to some extent, seem also to have been affected by stabilizing expectations 


about exchange rate changes when the rate was free to change. 


It is much more difficult to explain the changes in foreign direct invest- 


ment. Foreign direct investment to finance real capital formation seems to be 
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responsive to the level of economic activity in Canada, expectation about the 
future performance of the United States and Canadian economies, and the search 
for markets and sources of supply. Foreign direct investment to finance "take- 
overs" of Canadian companies is probably also related to the search for markets 
and sources of supply, but these flows are not closely related to the current 


level of economic activity in Canada. 


The rapid increase in foreign direct inves tanent in the early 1950's was 
probably attributable to an exaggerated fear in the United States that there 
would be a world shortage of raw materials, to the high growth rate of the 
Canadian economy (that was itself attributable to foreign direct investment in 
no small degree), to the political stability of the Canadian government relative 
to the governments of other countries, and possibly to the low effective marginal 
rates of tax on corporate income in Canada relative to those in the United States. 
The sharp reduction in the rate of increase of foreign direct investment after 
1956 was probably the result of the growing awareness that the raw materials 
shortage had been exaggerated, of the unsatisfactory performance of the Canadian 
economy, and of the competing attraction of investments in other countries, 
particularly the common market countries and Japan. The gradual increase in the 
effective marginal rate of Canadian corporate income tax relative to the United 


States rate, as a result of United States tax changes, may also have played a 


part. 


There was a sharp drop in foreign direct investment again in 1963 and 1964 


and a correspondingly large increase in foreign portfolio (debt) investment. 


The Supplementary Budget of 1960. The Canadian tax treatment of foreign invest- 
ment changed little in the decade preceding December 1960. The Supplementary 
Budget of December 20, 1960 contained a number of provisions designed to influence 
Canadians to invest in their own country rather than abread, and to seek domestic 
rather than foreign sources of finance. It also offered some deterrents to the 
foreign investor, or, as the Minister put it, withdrew some of the special at- 
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tractions and incentives to invest in Canada. 
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Two specific measures were aimed at encouraging Canadian persons and 
institutions to invest in domestic securities. First, the 4 per cent surtax 
on investment income was repealed for income derived from sources in Canada. 
Second, registered pension plans and investment companies enjoying special tax 
treatment were to be required to derive 90 per cent of their-income and 85 per 
cent of their gross revenue, respectively, from "sources in Canada", that is, 


investments in Canadian securities. 


Another set of provisions was designed to raise withholding taxes on 
incomes petiie to non-residents to a uniform level of 15 per cent. Interest 
on Government of Canada bonds and interest payable in foreign currency had 
previously been exempt, and interest on provincial government bonds, except 
those payable in foreign currency, had been taxable at 5 per cent. All these 
reduced rates were abolished for new issues of securities; however, in 1966 
some of Meee A were restored. The 5 per cent withholding rate on 
dividends paid by Canadian subsidiaries to their non-resident parents was also 
withdrawn. A parallel tax of 15 per cent was imposed upon the uninvested 


profits of branches of foreign corporations. 


While the Minister stressed that foreign investment in Canada was still 
welcome and phe he also drew attention to the fact that in the econo- 
mic conditions then prevailing, net capital imports were unnecessary and 
harmful in their effect upon the exchange rate and, indirectly, on income and 
employment 20/. He looked especially to the increased withholding taxes on 


interest to reduce incentives to borrow abroad ai. 


The Budgets of 1963 and 1964. The 1963 Budget contained two major provisions of 
"Poseurs to international capital flows. The first of these, which was sub- 
sequently withdrawn, provided for a tax of 30 per cent on the value of Canadian- 
controlled companies taken over by non-residents 22/. The second established 
the concept of a corporation “having a degree of Canadian ownership", roughly, 
at least 25 per cent. Only such corporations could avail shemacives of the 
general provisions for accelerated depreciation, and dividends paid by them to 
non-residents were to bear withholding tax at the reduced rate of 10 per cent. 


The withholding tax on dividends paid to non-residents by other corporations was 


216 


to rise to 20 per cent, beginning in 1965, but this provision was repealed in 
1904, 

Two other changes were made in the witnholding tax on income received by 
non-residents. First, interest on new issues of Canadian bonds paid to 
institutions exempt from income tax in their country of residence was exempted 
from the withholding tax. Second, payments of profits masquerading as manage- 


ment fees were to be taxed at 15 per cent 23/. 


In introducing his legislation, the Minister once on stressed the 
importance and desirability of plein die foreign investment in Canada. But he 
also stressed the importance of appropriate conduct by foreign-controlled 
companies. The tax measures proposed, especially the first two, were intended 
to discourage two sorts of departures from such conduct: "take-overs" which 
the Minister said "rarely confer any benefit on the Canadian economy", and 
failure to accept significant Canadian minority participation. The exemption. 
of tax-free institutions from withholding tax was designed to encourage a 
desirable sort of foreign investment, and the taxation of pseudo-management 


fees, to close a technical loophole 2h/. 


The 1964 Budget, as already mentioned, proposed a repeal of the increase in 
withholding tax from 15 per cent to 20 per cent on dividends paid to non-residents 
by companies not having a degree of Canadian ownership. There were also complex 
technical changes in the definition of companies having a degree of Canadian 
ownership designed to alleviate unintended hardships and prevent corporations 
from meeting the letter of the requirement while violating its spirit 25 hs The 
Minister explained that with the lowering of the rates of corporate income tax 
in the United States, the 15 per cent withholding tax should prove a sufficient 


inducement to foreign corporations to make equities available to Canadians 26/. 


Our research staff was unable to determine the effects on foreign invest~- 
ment of these tax changes. They could not detect any immediate changes in 
incame flows. While there may have been some effects on the underlying capital 
flows, other changes, such as the moral suasion of the Bank of Canada in 1960 
to induce Canadians to reduce their foreign borrowing, the United States interest 


equalization tax introduced in 1963, and the United States guidelines set forth 


fat Hf 


in February and December of 1965 in particular, make it virtually impossible to 
disentangle the impact of the foregoing Canadian tax changes. The evidence is 
not inconsistent with the interpretation that the 1961 and 1963 tax changes 
led to some loss of confidence on the part of foreign direct investors that 
only gradually returned following the modifications of 1964. However, it is 
also possible that excess productive capacity overhung the market in Canada in 
1963 and 1964, and that with the return of Canadian prosperity in 1965 the 


fundamental deterrent to foreign direct investment was removed. 


One of the purposes of the 1963 tax changes was to induce foreign-controlled 
subsidiaries in Canada to offer shares in the Canadian market. Whatever the 
results achieved by these measures to date, their impact has been extremely 
modest. ‘There is no way of knowing the extent to which the decisions of the few 
companies that offered shares in the Canadian market were influenced by the 


differential withholding tax 27/. 


Foreign Confidence 


Canada's geographic position, political history, and institutional arrangements 
make it an attractive country in which to invest when foreign investors are convinced 
that they will be fairly treated. As shown by the substantial rate of foreign 
investment in the past, the level of confidence in Canada as a place in which to 
invest has been relatively high. However, confidence is a perishable commodity that 
can be spoiled with words as well as deeds. Unlike many variables that affect the 
economy,. it is not a matter of nicely substituting a little more of something else 
for a little less confidence. A change in policy that is of little consequence in 
and of itself, or a sequence of small events that may be taken to indicate a trend, 
can result in major changes in investor expectations. Because it is impossible 
to estimate reliably how heavily the camel is loaded at any point in time, the 
policy maker can never be sure if the straw he is about to add will be the last one. 
Pushed to the limit, a desire to avoid disturbing confidence can be campletely 
debilitating; no changes can be made for fear of engendering collapse. On the other 


hand, to proceed as though investor confidence could never be shaken is dangerous. 


If the tax changes made in 1960 and 1963 shook the confidence of foreign 
investors, it is reasonably certain that confidence was restored by subsequent 


events. Because we are convinced that Canada requires continued foreign 
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investment, and because we are concerned with the cumulative impact of a 
sequence of relatively insignificant events on the confidence of foreign in- 
vestors, we emphasize the necessity of weighing carefully the potential gains 
from changes in tax policies that affect the foreign investor against the poten- 
tial losses that could result from a loss of confidence. Frequent minor changes 
in tax policy, even though each of them might bring about small increases in 

the net benefit Canada derives from foreign investment, probably should not be 
attempted. In this area it is important to seek the maximum long-term net 
benefit, and that will often mean forgoing short-run advantages. We do not 
wish to imply that tax changes cannot be made. Indeed, we recommend many sweep- 
ing reforms. What we advocate is that Canada should seek to establish a system 
of taxing foreign investment that is consistent with its best long-run interests 
and then hold to it. We believe that this requires a tax system that is fair to 
non-residents as a group and one that reflects Canada's desire to encourage the 
free flow of goods and capital in the world. No country has more to gain than 


Canada from a world where that goal is gradually realized. 
Foreign Retaliation 


The extent to which Canada can tax the income flowing to non-residents from 
their investments in Canada without reducing the inflow of foreign capital, 
depends on the way foreign governments treat the Canadian taxes borne by their 
citizens. If foreign governments give their residents credit for Canadian 
taxes, Canada can raise its taxes up to the limit of the amounts for which 
credit can be obtained without deterring foreign investment. However, if foreign 
governments should decide that the credits now given against Canadian taxes 
should be reduced, the optimum tax that Canada could impose on Canadian: income 
flowing to foreigners in an attempt to maximize the net economic benefits from 


foreign investment, also would be reduced. 


“Discriminatory” taxation of foreign investment by Canada could produce re- 
taliation. If Canada were to refuse to give Canadian residents credit for the 
foreign taxes paid on Canadian capital invested abroad, Canada would obviously be 
in a weak position if it asked foreign governments to give credit for Canadian 


taxes paid by the residents of foreign countries who have invested in Canada. 
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If Canada creates barriers to foreign portfolio investments by Canadians, 
foreign governments can retaliate by making the purchase of Canadian securities 
by their residents unattractive, or impossible. Canada has benefited substantially 
in the past from the generous tax treatment of foreign investment by other 
countries, in particular the United States. It would be foolish to risk a 
severe retaliatory move in the search for small advantages. 
Canadian Share Offerings by 
Non-Resident-Controlled Corporations 
The 1963 Budget provisions sought to put er aeaurs on Canadian subsidiaries 
of foreign corporations to offer 25 per cent of their equity shares in Canada. 


Four reasons have been advanced in support of such a change: 


Le The foreign parent corporations would be more likely to take Canadian 
interests into account if there were minority shareholdings in Canada. 

2 The net economic benefit from foreign direct investment would be increased 
if Canadians were able to share in the high returns flowing to equity 
interests. 

53. The Canadian capital market would be broadened if there were more new 
equity issues available, and this would enable greater portfolio diversi- 
fication and so lessen the overall riskiness of Canadian securities. 

1. Subsidiaries of foreign companies would be required to publish annual 


‘financial reports. 


The 1963 Budget provisions took the form they did because of the following 


two factors: 


1. It was thought to be impossible to change the federal and provincial 
Companies Acts to bring about the same result in another way. 

2. It was thought that if Canadian subsidiaries were induced or compelled 
to make 25 per cent of ieee equity shares available to Canadians this 
would not significantly reduce the attractiveness of direct investment in 
Canada by foreigners. In other words, it was expected that the net economic 
benefit to Canada would be increased because the inflow of knowledge, skills, 


and access to markets would not be reduced. Foreign parent companies 


220 


were expected to proceed, as they had in the past, in undertaking new 
projects. The 25 per cent mark was selected as the point at which the 


net benefit to Canada would be maximized. 


We accept the proposition that it is possible that the directors of the 
parent company would be more likely to be aware of Canadian interests if Cana- 
dians had minority holdings in foreign-controlled Canadian companies. We 
agree that the Canadian capital market would benefit from more new equity 
issues. As we have said above, we accept the view that under some conditions 
a substitution of foreign portfolio investment for foreign direct investment 
would increase the net economic benefit from foreign investment in Canada. 
While we have additional reasons, which will be given later in the Report, our 


criticisms of the differential withholding tax provisions are given below. 


i The original proposal to worsen the position of non-resident direct in- 
vestment by increasing the withholding tax if shares were not offered to 
Canadians could only be interpreted by non-residents as a desire by Cana- 
dians to reduce foreign direct investment, unless Canadians were allowed 
to share in the equity ownership. We do not think Canada should adopt 
positive tax provisions to attain this goal. 

es In a perfect capital market, a reduction in withholding tax would increase 
the market value of the shares of those companies affected. Part of the 
capital gain to foreign investors resulting from the capitalization of 
the decrease in withholding tax would be taxable only by foreign treasu- 
ries. To this extent there is a shift of tax revenues from Canada to 
foreign treasuries. The net economic effect referred to would therefore 
have to be reduced by this amount. 

46 The 25 per cent Canadian interest requirement was quite arbitrary. It was 
and is impossible to say with the information available whether the more 


stringent original proposal would have increased or decreased the net eco- 
nomic benefit from foreign investment; for no one can estimate the sensi- 
tivity of foreign direct investment to a reduction in the expected rate of 
return. We are convinced that there is an alternative approach that does 
not require such arbitrary judgments because it makes the sale of equities 
in Canada more attractive and does not penalize those foreigners who con- 


trol Canadian subsidiaries. 
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In the light of these criticisms, and because we have an alternative method 
that could accomplish the same objective without posing the same problems, we 
recommend withdrawal of the 25 per cent Canadian ownership provisions and the 


differential withholding tax rates. 


It is desirable to make corporate decision makers more -conscious of the 
Canadian public interest; the more aware the Canadian public is of the alter- 
natives available to, and the choices made by, corporations, the better. The 
idea that the competitive forces in the market are now so strong that companies 
do not have any discretionary decisions is, we believe, false. But this problem 
is not confined to foreign-controlled corporations in Canada; it is true of all 
corporations. To improve Canadian capital markets and to help ensure that 
corporations act more in the public interest, it is necessary that all sub- 
stantial Canadian corporations publish detailed financial statements and possibly 
also issue shares in the Canadian market. While we are well aware that it will 
be difficult to accamplish, the federal government should revise its own 
Companies Act and try to persuade the provinces to revise their acts to require 
all substantial private corporations to publish their financial statements. We 
would apply the same requirement to foreign-controlled and domestic-controlled 


corporations. 


The United States government often knows a great deal more about the 
activities of Canadian subsidiaries of United States parent companies than does 
the Canadian government. In our view, this indicates a real need for a careful 
appraisal of the information that is needed about all substantial corporations 
operating in Canada or controlled from Canada followed by the enactment of laws 
that would ensure its disclosure 28/. The need for more information on the 
activities of Canadian subsidiaries of United States parent companies has been 
increased by the understanding reached by the Canadian and United States 
ministers in Washington in March 1966 with respect to the application of the 


United States guidelines to Canada. 


While more information is essential, the best guarantee that the Canadian 
public interest will be served is an increase in competition where possible, and 
government regulation or control where necessary. We return to this matter later 


in this chapter. 
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Criticisms of Foreign- 
Controlled Corporations 

Parent companies are subject to the laws and policies of the countries in 
which they are resident. Subsidiaries and branches are, by definition, controlled 
by their parents. It is hardly surprising that foreign-controlled subsidiaries 
and branches in Canada are under the influence of foreign governments. When 
there is a conflict of interest between the Government of Canada and the govern- 
ment of the country of residence of the parent, or when the policies of the two 
governments are different, it seems inevitable that foreign-controlled subsidiaries 
will sometimes make decisions that are more in accordance with the wishes of the 


foreign government than the Canadian government. 


With whole sectors of the Canadian economy dominated by Canadian corporations 
controlled by United States parent companies, the likelihood that United States 
policy will override Canadian policy where there is a conflict of national 
interests is profoundly disturbing to many Canadians. They see in foreign 
ownership and control of Canadian businesses an inevitable loss of Canadian 


sovereignty. 


Within recent years there have been a few obvious conflicts between Canadian 
and United States government policies. Some years ago there was the question of 
trade with Red China and Cuba. This affected few Canadian companies and then 
only in a trivial way. More recently the attempts by the United States govern- 
ment to reduce its capital outflow to attain balance-of-payments equilibrium 
without davaiaattan of the United States dollar have had, or were expected to 
have, important effects on many large United States controlled Canadian companies. 
The guidelines announced by the United States government in December 1965 ‘sought, 
among other things, to reduce foreign direct investment of United States corpo- 
rations; and unlike the earlier guidelines did not exclude Canada, except for 
the specific exemption of the major automobile companies. Had the application 
of these December guidelines to Canada a been withdrawn as a result of the 
meeting of ministers in Washington in March 1966, there would have been sub- ~ 
stantial pressure on United States parent campanies to increase the dividend 


pay-outs of their foreign subsidiaries, and to finance a larger part of the 
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expansion of their foreign subsidiaries by selling bonds or shares outside of the 
United States. Both actions would have reduced Canada's capital inflow, put 
pressure on Canada's domestic capital markets, and required difficult balance- 
of-payments adjustments for Canada. A tug-of-war for foreign exchange between 
Canada and the United States, if it were to develop, would be an excellent 
example of the conflict of policies where Canadian subsidiaries would probably 
act in @ manner that was in the interest of the United States, rather than of 


Canada. 


The particularly disturbing feature of the new United States guidelines was 
the pressure on foreign subsidiaries to purchase United States goods and services 
and to sell abroad rather than in the United States. If these features of the 
guidelines had led Canadian subsidiaries to purchase goods and services from 
their parents at higher prices than they would have paid for equivalent goods 
and services in Canada, the United States government would have been forcing 
the shareholders of the United States parent company to bear the costs of a 
United States export subsidy. If the Canadian subsidiaries were deterred from 
selling goods and services in the United States market that are competitive 
there, the United States government would in effect have increased its tariffs. 
In short, some features of the new United States guidelines, if effective, would 
have constituted substantial barriers to trade between Canada and the United 
States. The fact that they would have been indirect rather than direct would 


not have changed their nature. 


The United States government may have used the foreign subsidiaries of 
United States parent companies as agents for the achievement of United States 
economic policy in the past. However, the above features of the new guidelines 
are so all-pervasive and so fundamental as to constitute an important new problem 
had the meeting of ministers in March 1966 not brought about a softening of 


United States policy toward Canada. 


Economic Interdependence. The issue that the guidelines debate brings to the 
fore is whether reducing or containing United States control of Canadian industry 


would eliminate the problem of Canadian economic interdependence with the United 
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States. As long as trade with the United States constitutes a substantial 

part of Canadian trade, and as long as trade constitutes a substantial part 

of Canadian GNP, the Government of the United States can, through a variety 

of techniques, exert economic pressure on Canada. Indeed, given the econo- 

mic power of the United States throughout the world, even if Canada did not 
trade with the United States directly, the United States government could bring 
economic pressure to bear on Canada indirectly through its influence on other 


countries. 


We have no doubt that, when there is a conflict of interest between the 
United States and Canadian governments, the United States government seeks its 
own interests, just as we would expect the Canadian government to further its 
own interests. But some Canadians see an intention to dominate Canada in every 
change in United States policy. The difference in relative power between the 
two countries is so great that this fear is understandable, and no doubt at 
times justified. Canada came into being as a nation to establish an identity 
seperate from that of the United States; if the United States government could 
control all our major economic decisions, Canada's raison d'étre would be de- 
stroyed. But Canadians must recognize that just as our freedom of action is 
circumscribed by our economic interdependence with the United States, so United 
States freedom of action is circumscribed by its economic interdependence with 
the rest of the world and its desire to maintain its high level of aid to 


foreign countries. 


The United States government is faced with a balance-of-payments problem 
because other nations are unwilling to hold United States dollar deposits. 
They are unwilling to accept the United States as the world's banker, and 
the United States is unwilling to devalue its dollar. This is partly for 
reasons of national prestige, and partly because of a deep sense of inter- 
national responsibility; for some believe that a devaluation of the United. 
States dollar would have serious destabilizing effects on international trade 
and international finance at a time when, generally speaking, the economy-of _ 
the world is pea ee well. The increasingly pressing problems created by a 


world money supply that is not growing rapidly enough to finance expanding 


world commerce will probably force the United States government to surrender 
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some of its sovereignty by entering into international monetary agreements 
with other nations that will circumscribe its action, but further the common 


interest of all trading nations including the United States. 


This brings us to an important point. No nation has complete freedom of 
action, however big and powerful it may be. Economic interdependence between 
nations meskes a higher standard of living possible for all, but it also inm- 
poses constraints that are repugnant to national pride and may prevent the 
realization of national goals. Canadians can choose to pay the cost of a re- 
duced standard of living resulting from greater sélf-sufficiency, in respect 
of goods and services as well as capital, in order to achieve a goal that they 
value more highly. Life is full of these painful conflicts and the "best" 
resolution depends upon the ey tastes and preferences of all Canadians. 
Because the costs of self-sufficiency are heavy we would urge that Canadians 
carefully weigh the alternatives. Clearly, Canadians should specify the goals 
they want to achieve, and compare the peti he that would accrue if they were 
attained against the benefits they would have to forgo to realize the goals. 
Even if there were less foreign ownership and control of Canadian business and 
rescurces, it is not obvious that Canadians would be appreciably less at the 
mercy of United States economic policies. The United States government could 


resort to other instruments to achieve many, if not all, of the same purposes. 


‘This, we believe,is the crux of the mtter. Eliminating or reducing 
United States ownership and control of Canadian corporations would not sub- 
stantially reduce the power of the United States government to affect the 
Canadian economy. However, it would force the United States administration 
to take overt action. Overt actions that are not in the Canadian interest 
might be difficult to push through the United States Congress, but this, of 
course, depends on the mood of the Congress. There have been times when the 


United States administration has done good works for Canada without publicity. 


Consider the December 1965 guidelines announced by the United States 


government. The fact that there are United States subsidiaries in Canada 
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makes it possible for the United States government to impose export subsidies 
and higher tariffs indirectly by putting pressure on the parent companies to 
act in a non-economic manner. Reducing the role of United States subsidiaries 
in Canada would preclude this form of United States interference, but it 
would not preclude direct action by the United States that had the same re- 
sult. Admittedly it would be easier to gain support for a Canadian complaint 
against a direct and obvious increase in United States trade barriers. It 
would be more difficult to prove that the Canadian complaints against some 
aspects of the guidelines were equally demanding of support. Fortunately 

the agreement reached by the ministers in Washington in March 1966 has made 


this unnecessary. 


In our view the United States guidelines sould have constituted a hidden 
export subsidy and a higher tariff. The Canadian government's success in 
obtaining the removal of these provisions for Canada was a significant victory. 
However, we think it is of great importance that the Canadian public not 
confuse the issue by assuming that the problem was basically one of foreign 


control of Canadian industry. 


The Problem of Inadequate Competition. The United States guidelines pose a new 
problem, or intensify an old problem, to such an extent that it should be treated 
as a new problem. But the criticism of the economic behaviour of United States 
subsidiaries in Canada developed long before the guidelines were announced. It 
has been claimed that they do not do enough research to develop techniques and 
products adaptable to Canadian conditions. It has been argued that they import 
goods and services that are available at competitive prices in Canada. Their 
apparent reluctance to compete for foreign markets against their parent company, 
or other subsidiaries of the same parent, has often been attacked. The pro- 
ductive facilities of many foreign-controlled subsidiaries in Canada seem to be 
miniature versions of the facilities of the parent. With a smaller market in 


Canada this dooms the Canadian companies to small runs and high costs. There 
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is an unwillingness to specialize in producing a few items in Canada and to 
export some of this production to the parent company while importing other 
items from the parent. These are, we believe, real and serious problems that 


should be tackled with vigour and with a sense of urgency. 


We doubt, however, that the main source of these problems is foreign 
ownership and control as such. More important, at least in some respects, is 
the lack of price competition among the few dominant corporations in some of 
the industries in the United States, and the existence of a Canadian tariff 
structure that simultaneously induces these companies to establish subsidiaries 
in Canada and protects them from international competition in Canada 29/. We 
would suggest Canada seek a solution to this problem through changes in tariffs 
and by extending and enforcing anti-monopoly laws to maintain domestic campetition 
where international competition cannot do so, or where public policy dictates 
that high protective tariffs must be maintained for particular industries. If 
this did not succeed, there would be no alternative to government ownership. 
Attacking foreign ownership and control is a roundabout and probably ineffective 


way of making Canadian industry more efficient. 
EFFECTS OF THE PROPOSED TAX SYSTEM 


We believe that the implementation of our recommendations would increase the 
demand for Canadian equities. This in turn would lower the cost of raising equity 
capital in Canada, and would make it more attractive to non-residents to raise 
some of their equity capital in Canada. The features of our proposals that 
would encourage ownership of Canadian equities by residents can be briefly 


summarized: 


1. Full integration of personal and corporate income taxes for resident 
shareholders. 
ee Liberal treatment of business and property losses. 


3. Special incentives for new, small ventures. 


In itself, the full taxation of capital gains that we also recommend wauld have 
an unfavourable effect on Canadian equity ownership. But, we are convinced the 


net effect of all of these reforms would be positive. Canadians would 
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find investing in foreign countries less attractive. Because equity investment 
in Canada would have a higher return to residents than to non-residents, foreign 
direct investment in Canada should show some decline: with higher prices for 
equities in Canada, it would be more attractive for foreign subsidiaries to 
issue equities in the Canadian market. In addition, with a lower cost of equity 
capital in Canada, Canadians would proceed to develop projects that were pre- 
viously unattractive to them. Implementing our proposals would not drive out 
foreign direct investment; it would make Canadian equity investment by Canadian 


residents more attractive. 


The above results would be a by-product of proposals that were developed 
and are recommended for essentially domestic reasons. We think these by-products 
would be desirable and we put forth our recommendations in full knowledge of 
them. However, we want to emphasize that we do not advocate any Canadian tax 
changes that would worsen the absolute position of foreign investors in Canada, 
or of Canadian investors abroad, except to eliminate some blatant tax avoidance 


schemes and to remove inefficient industry incentives. 


It can be argued, of course, that the adoption of full personal and corporate 
income tax integration and full taxation of capital gains would be a movement 
away from international tax neutrality. In some senses this is true; but it is 
also true that to avoid this charge it would be necessary for Canada to adopt 
the lowest common denominator of the tax systems imposed by all other countries, 
or at a minimum a tax system virtually identical to that in force in the United 
States. If the United States system were the ideal tax system, we would have no 
hesitation in doing so. We certainly do not advocate difference for the sake of 
difference. Indeed, many of our proposals are quite close to features of the 
United States tax system. But the United States tax system as a whole is far 
from ideal, as all United States tax authorities acknowledge and as their 
frequent attempts at tax reform attest. The United States tax system enshrines 
social attitudes and a reconciliation of competing political pressures that 
have been unsuccessfully attacked time after time. For Canada to adopt the 
United States tax system seems to us too high a price to pay for an artificial 


version of international tax neutrality. Canada should adopt the best national 
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tax system it can devise. If Canada avoids making non-resident investors 
absolutely worse off, and does not make foreign investment by Canadians 
absolutely less attractive, we believe the inevitable claim that Canada is 
discriminating against foreign direct investment (in either direction) could 


be disregarded. 
CONCLUSIONS AND RECOMMENDATIONS 


1. National specialization of production and international trade increases 
economic well-being. Canada has gained enormously from foreign trade, and 
from the inflow of knowledge, capital, and people from other countries, 


and will continue to do so. 


Zs Close international economic ties also create problems, however. Fluctua- 
tions in Canada's exports can lead to domestic instability; speculative 
international capital flows can force Canada to make difficult balance- 
of-payments adjustments ; and foreign direct investment in Canada raises 
the spectre of loss of sovereignty. 

FULL EMPLOYMENT, PRICE STABILITY 

AND THE BALANCE OF PAYMENTS 

5. Because Canadian imports are so sensitive to changes in GNP, the foreign 
trade sector of the economy has exerted a stabilizing influence in the past. 
A reduced dependence on foreign trade might well increase the instability 


of the Canadian economy. 


4, With a fixed exchange rate there can be serious policy conflicts. The 
policies needed to maintain full employment and stable prices in Canada 
may be inconsistent with the policies required to stabilize Canadian foreign 
exchange reserves. When these conflicts arise, monetary policy will be pre- 
occupied with controlling the net inflow of capital from abroad. A greater 
burden may be placed on fiscal policy. In periods of economic slack the 
monetary authorities may be required to raise RR. to induce a 
greater inflow of capital, and fiscal policy will have to be even more 


expansionary to offset the adverse effects of tight money when there is 
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inadequate demand. Similarly, in a period of incipient inflation, the 
monetary authorities may be obliged to reduce interest Saige to curtail 
the capital inflow when tight money would be appropriate from a domestic 
point of view. Fiscal policy will have to be that much tighter to offset 
the expansionary effects of monetary policy. Debt management may be able 
to mitigate the conflict between monetary and fiscal policies to a limited 


extent. 


Acceptance of a ceiling on Canadian foreign exchange reserves in order to 
be exempt from the United States interest equalization tax has intensified 
the potential conflict between monetary and fiscal policy. Monetary policy 
has less manoeuvring room, and this means that changes in fiscal policy 


have to be made more quickly and with greater finesse. 


TAXATION AND CANADA'S INTERNATIONAL 
COMPETITIVE POSITION 


6. 


The decline in Canada's international competitive position in the late 
1950's and early 1960's was largely attributable to the overvaluation of 
the Canadian dollar. Since the devaluation prior to May 1962, this problem 


has disappeared. 


Tax changes at home or abroad can affect relative price levels between 
nations that can make it more difficult to sell goods and partial to 
foreigners and can increase import competition from foreigners. While 
changes in taxes can create such & problem it does not follow that the 
best solution is through an adjustment of the tax system. A permanent tax 
change that hurts Canada's competitive position probably should be offset 


by & permanent adjustment of the exchange rate. 


There is no evidence that nations with high taxes, however defined, grow 
less rapidly, or have more inflation, or are at a competitive disadvantage 


in world trade. 


With one exception, we found no evidence that Canada's taxes were "too 
high", were increasing more rapidly, or had a significantly different mix 


between direct and indirect taxes, relative to other developed countries. 
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Largely because of a reduction in the effective marginal rate of corporate 
income tax in the United States, the difference between the effective 
marginal rate of corporate tax in Canada and in the United States, which 
had been very favourable to Canada in the early 1950's, had disappeared by 
about 1964. This development may explain, in part, the heavy capital 
inflow from the United States in the 1950's and the reduced inflow of 
direct investment more recently. We doubt that this change had a signifi- 
cant effect on the competitive position of Canadian corporations. Such 
effects would have been swamped by the favourable effects of devaluation 


in any event. 


Apandoning the manufacturer's sales tax and moving the federal sales tax 
to the retail level, with the exemptions we recommend, should eliminate any 
of the adverse effects of sales taxes on the competitive position of 


particular producers and dealers in Canada. 


Export incentives in the tax systems of other countries are probably not 
a significant problem for Canada. However, we strongly recommend that 
Canada should avoid offering such incentives and work toward their 


elimination in other countries. 


ECONOMIC GROWTH AND THE 
BALANCE OF PAYMENTS 


ds 
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Adopting a fixed exchange rate does not mean it can never be changed. 
Under the International Monetary Fund Charter changes are permitted if a 
fundamental conflict exists between domestic growth and stabilization 
objectives on the one hand, and the maintenance of balance-of-payments 
eae seo on the other. We do not believe such a conflict now exists 


for Canada. 


Because the Canadian saving rate is at least as high as those of most other 
developed countries, and because with full employment the net inflow of 
foreign capital increases the rate of growth of Canadian incomes, there 
is no economic reason why Canada should adopt a policy that would gradually 


reduce our use of foreign saving. Canada could maintain its present rate 
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of economic growth by substituting greater domestic saving for foreign 
saving. There are policies that would bring about this wip Whether 
Canada should adopt these policies is essentially a question of pre- 
ferences and not of facts or logic. We would prefer no change that 


would force a reduced reliance on foreign saving. 


Reducing or eliminating Canadian reliance on foreign saving, which means 
reducing or eliminating the long-term deficit on current account, would 
not necessarily reduce foreign ownership and control of Canadian industry. 


This depends on gross, not net, international capital flows. 


FOREIGN INVESTMENT 


16. 


17. 


18. 


19. 


Evidence, logic, and expert opinion support the contention that the host 
country obtains a net economic benefit from foreign investment, and in 


particular from direct investment. 


Substituting foreign portfolio investment for foreign direct investment 
could increase Canada's net economic benefit from foreign investment, 


although there are the several important qualifications we have specified. 


Foreign direct investment decreased sharply in 1963 and 1964 but increased 
again in 1965. We have been unable to determine whether or not this was 

the result of the tax measures introduced with respect to foreien investment 
in late 1960, in 1963 and 1964. Too many other changes took place at 

the same time. We think, however, that the differential withholding tax 

to induce foreign-controlled corporations to offer shares in Canada should 
be abandoned because our integration proposal should bring about the same 


result in a more acceptable way. 


We are opposed to tax changes that seek to increase the short-run net 
economic benefit of Canadians from foreign investment at the expense of 
non-residents. The cumlative effect of such changes, even though indi- 
vidually of little importance, could destroy foreign confidence in Canada. 
Canada's long-run interest is in the free flow of capital and goods through- 
out the world. Canada mst avoid creating the impression that it is hostile 


to foreign capital. 
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Part of the net benefit from foreign investment in Canada is the revenue 
obtained from taxing the Canadian income of non-residents. Canada has 
been able to raise substantial revenue from taxing such income because 

the United States government gives its corporate residents credit for 
foreign taxes paid up to the amount of their United States tax liabilities. 
It is of vital importance that Canada avoid taking actions that would lead 
the United States and other foreign governments to reduce their foreign 
tax credits, for this would force Canada to reduce its tax revenue from 


this source if it wanted to maintain the capital inflow. 


It would be desirable if all substantial Canadian corporations were 
required to publish detailed annual financial statements. Possibly all 
of the larger corporations should be required to make shares available in 
the market. Whatever is done, the same rules should apply to foreign- 
controlled and domestic-controlled corporations. The best way to achieve 
this result would be by amending federal and provincial Companies Acts, 
and by strengthening the Corporations and Lebour Unions Returns Act. We 
recommend that such amendments should be sought by the federal government, 


although we recognize that this will be a slow and difficult process. 


The United States government can and probably does influence the behaviour 


of the Canadian subsidiaries of United States parent companies. When the 


policies or interests of the governments of Canada and the United States 


are in conflict it seems to us inevitable that these Canadian companies 
will sometimes act in a manner that is inconsistent with the Canadian 
public interest. This understandably annoys and frightens Canadians. What 
is often overlooked, however, is the fact that, because there is a high 
degree of econamic interdependence between nations, and because of its 
greater relative economic power, the United States government could exert 
great economic influence on Canada even if there were no United States 
foreign subsidiaries here. Reducing United States foreign direct invest- 
ment in Canada would not necessarily make Canada more independent; and it 
could make Canadians poorer. Furthermore, just as Canadian actions are 


constrained by United States policies, so are the actions of the United 
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States constrained by the policies of Canada and other nations, as their 


balance-of-payments problem attests. 


One provision of the December, 1965, United States guidelines would have 
required United States shareholders to subsidize United States exports 
to Canada. Another would have been equivalent to an increase in United 
States tariffs on imports from Canada. Fortunately, as a result of the 
meeting of ministers in Washington in March 1966, these guidelines 

will not apply to Canada. The guidelines dramatized Canada's vulnera- 
bility to United States economic policies. However, it is essential 
that Canadians recognize that while Canadian subsidiaries of United 
States parent companies can provide the vehicle by which the United 
States government implements tactics to help itself at Canada's expense, 
that government could adopt a direct policy to the same end even if 


there were no United States subsidiaries in Canada. 


Many of the complaints about the inefficient economic behaviour of 
foreign subsidiaries in Canada are misdirected. The major problem 

is not foreign control as such but the absence of effective competition. 
This results from Canada's tariff structure and the monopolistic 


character of United States industry. 


EFFECTS OF THE 
PROPOSED TAX SYSTEM 
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Rather than attempting to drive foreign direct investment out of 

Canada, we recommend a tax system that would encourage Canadian equity 
investment by Canadian residents. If our reforms have the impact we 
expect, Canadians would pre-empt more of the opportunities for profitable 
investment in Canada that have been attracting the equity capital of 
non-residents. This would be a by-product of the tax system we propose 


for essentially domestic reasons; but it would be a valuable by-product. 
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These are the national accounts definitions of exports and imports of 

goods and services. These differ from the Canadian Balance of International 
Payments definitions of "current receipts" and "current payments". The 
national accounts definitions exclude mutual aid to North Atlantic Treaty 
Organization countries, inheritances and immigrants' funds; the balance- 
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CHAPTER 6 
FISCAL POLICY FOR THE REDISTRIBUTION OF INCOME 


Taxes and government expenditures including transfer payments alter 

the allocation of resources not only among alternative uses but also among 
individuals and families. It is our belief, as we have stated, that the tax- 
expenditure system should be used to increase the resources available to those 
who have the least economic power and the heaviest obligations and responsi- 
bilities. The extent to which the system should redistribute resources among 
individuals and families is ultimately a question of judgment. A compromise 
must be seeeRea between perfect equality of income and the continuation of 
differences in income that reflect differences in personal capabilities and 
effort. Without these differences in income, incentives to efficiency would 
be reduced. With reduced efficiency the rate of growth of future output also 
would be reduced. Greater equality now could mean less for everyone in the 


future. 


In our view it is possible ie achieve a substantial degree of redistribu- 
tion without sacrificing economic growth; many of the disincentive effects 
of redistribution can be compensated for within the system. However, 
consistent with the objective of equality of opportunity for all Canadians, 
we would recommend tax measures that redistribute income in favour of those 
at the bottom of the income scale even if this necessitated some sacrifice 
of future growth. The question is not whether we should have a system 
that redistributes resources in favour of the poor, but concerns the degree 


to which redistribution should take place. 


In order to decide what should be done in the future, it is essential 
that we know the redistributive effects of the present allocation of taxes, 
transfer payments, and benefits from government expenditures. In the 
following section we summarize the results of a study of the effective degree 
of progression and redistribution that has resulted from the fiscal operations 


of the government sector 1/. On the basis of this information we then discuss 


29 
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how we could change the degree of redistribution by altering tax bases, by 
verying tax rates, by offering tax credits, and by devising new systems 


of transfer payments. 


For the reasons given later in this chapter, the incidence of all taxes 
and all government expenditures cannot be estimated on a comparable basis 
for families and unattached individuals with incomes of $10,000 or over, 
except as a group. This is a serious limitation because, as the data given 
in the "Introduction" (Volume 1) show, direct taxes are virtually proportion- 
ate to income for upper income taxpayers as a group. Because the consumption 
expenditures of upper income families and unattached individuals are at most 
a constant proportion of income, and probably decline as a proportion of 
income as income rises, indirect taxes are certainly not progressive for 
upper income taxpayers either. It follows that the tax system as a whole 
is not progressive throughout the "$10,000 and over" income class. This 
result should be borne in mind in interpreting the findings of the study 
reported in this chapter. Many of our major recommendations are designed 
to eliminate this departure from taxation according to ability to pay by 


broadening the base of personal income taxes. 


Chapter 36 provides detailed estimates of the incidence of the present 


and proposed income tax systems for narrowly defined upper income classes. 
THE INCIDENCE OF THE PRESENT FISCAL SYSTEM 


Imagine for a moment that a community exists without a government 
sector, and that a government is then introduced. As a result, each 
individual will find that his economic position relative to others will 
be altered both by the tax payments he makes, and by the benefits he 
receives from transfer payments and other government expenditures. This 
change in the relative position of each individual, measured against his 


original position, is defined as fiscal incidence. 
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It is important to note that this change in relative position is the 
composite result of changes on the tax side of the government sector and 
changes on the expenditure side of the government sector. It is necessary 
to reject the notion that income redistribution effected by the government 
sector can be examined by analyzing only those relative changes in economic 
position brought about by changes in tax payments. While it is difficult 
to derive reliable estimates of the benefits from transfer payments and 
government expenditures, a ifn and consistent theory of the government 


sector must explain the role of both taxes and Lessa np ary te Taxes 


ow 
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are the means by which command over resources is Ee tans dal hoon! the private 
sector to the public sector in order to provide certain goods and services, 
and transfer payments. Consequently, a thorough analysis of the government 
sector would have to allow for both sides of the fiscal system. If the 
effect of government expenditures were omitted in estimating fiscal incidence 
it would be the same as implicitly assuming that these expenditures were 


distributed in a particular manner. 


It is not possible to make estimates of the numerical values of fiscal 
incidence as just defined for each individual in Canada, but it is possible 
to derive an approximate measure of incidence by modifying the definition. 
First, instead of considering individuals, families can be grouped together 
and individuals considered only when they are separate from any family unit. 
Secondly, families and unattached individuals can be grouped by size brackets 
of actual money income. For eae: all families and iad yiauete in Canada 
who had a money income of $4,000 to $4,999 are grouped together. Thirdly, 
money income falls short of an appropriate definition of economic position 
because many persons derive an increase in economic power that does not 
take the form of money directly received, for example, a shareholder's 
portion of the retained earnings of corporations and a policyholder's share 
of life insurance company income. Estimates were made of such receipts and 
these were distributed among the various money income classes in order to 


determine a more comprehensive income base. 
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Having determined the base, the next step in the analysis is to 
allocate to each family money income class the proportion of total taxes 
paid and the value of benefits received by thet class. These figures, when 
expressed as a percentage of the income base in a class, yield the measure 
of incidence that follows. Clearly, the allocations can only be in average 
terms. As an example, take the distribution of the selective excise tax on 
tobacco products. Survey data show how much the average family with a money 
income of between $4,000 and $4,999 spends for tobacco products, and knowing 
the taxes on tobacco it is an easy matter to express that excise tax as a 
percentage of income base of the cless, and thus derive a "tobacco excise tax 
incidence". The answer can only be an average incidence because there will 
be some families in the group who do not buy tobecco products and some 


families who buy more than others. 


The analysis takes into account taxes imposed and expenditures incurred 
by the federal, provincial, and municipal levels of government. The 
Commission was not invited to recommend changes in the tax or expenditure 
structures of the provincial or municipal governments in order to attain any 
of the objectives set forth in its terms of reference. On the other hand, 
excluding the provinciel and municipal governments would have made the 
examination of fiscal incidence meaningless. Fiscal incidence is not deter- 
mined by the level of government imposing a tax or producing a public service; 
it is determined by the change in relative positions of families and individu- 
als as the result of all taxes and public expenditures. Furthermore, if 
different patterns of incidence occur at the different levels of government, 
it may be impossible for the federal government alone to bring about a | 
"desired" degree of total income redistribution. It thus seems preferable 
to examine the incidence of taxes and government expenditures at all levels 


of government. 


It should be pointed out that the taxes of all provinces have been 


aggregated and treated as if they were imposed at a uniform central rate. 


us 


This was the only feasible method of dealing with regional taxes within the 
context of an estimate of the total tax distribution. However, because some 
variation does exist in rates among provinces, an attempt to apply the 
total provincial tax incidence to any particular province will be subject 

to error. To the extent that a province receives a greater than average 
amount of tax revenue from one of the clearly regressive or clearly pro- 
gressive taxes, that province will have a tax system that is more regressive 


or more progressive than the average. 
The Incidence of Taxes 


The taxes levied are presented in Table 6-1. The data are for 1961, 
the last year available at the time the study was made, and include all 
revenues except minor items such as fishing licences, and revenues from the 
sale of goods and services that cannot be readily allocated. In addition, 
taxes levied on income paid to foreigners (largely interest and dividends) , 
and taxes paid by Canadians to foreign governments are ignored. Another 
adjustment concerns those tax payments that can be assumed to be exported 
to foreigners. This adjustment has two aspects. First, the proportion of 
corporate income taxes that is assumed to fall on the shareholder is divided 
into a foreign share and a domestic share, depending on the proportion of 
non-resident ownership of investment in Canadian companies oy Second, the 
taxes on sales of goods that are passed on to the foreign buyer has also 
been estimated according to the proportion of total sales that are made to 
foreigners. Both of these exported tax shares are excluded from the com- 
putations of tax incidence shown in column (3) of Table 6-1. A description 
of the assumptions by which the taxes were allocated among the different 


family money income classes is given in the study 3/, 


Before examining the evidence, some qualifications are necessary. First, 
while the results are presented as percentage rates it would be misleading 
to interpret the numerical magnitudes as other than average rates applicable 


to their respective income classes. 
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Second, because the data on family consumption expenditures treat the 
income class "$10,000 and over" as one class, it is not possible to estimate 
total tax incidence for income classes within this open-ended class on the 
same basis as for the income classes within the "below $10,000" class. At 
most the evidence given in the study suggests the ieee oe tax incidence 
between the aggregate "under $10,000" class and the aggregate "$10,000 and 


over" class. Such a comparison is made later in this chapter. 
TABLE 6-1 


TOTAL TAX PAYMENTS, 1961 


Total Tax Payments 


Revenue Total Tax | Exclusive of Taxes 

Source Payments Exported to Foreigners 
(millions of (per cent) (millions of (per cent) 
dollars) dollars) 

i 2 | rn 
1. Individual Income Tex 2,137 21.4 a,1L57 22.9 
2. Corporate Income Tax 1,610 16.1 LALoE 12.0 
%, Succession Duties pag 2 254 1.6 
4, General Sales Taxes 1,400 14.0 1,400 1p.0 
5. Selective Excises 1,482 14.8 1,440 15% 
6. Import Duties 535 Bai 535 at 
7. Property Tax 1,399 14.0 1, 300 13.9 
8. Social Security 600 6.0 600 6.4 
9. Other Taxes 676 6.8 athe 6.2 


10. Total Taxes $9,990 100 $ 9329 100 __ 


Note: Details may not add to totals due to rounding. 


Source: W.I. Gillespie, The Incidence of Taxes and Public Expenditures 
in the Canadian Economy, a study published by the Commission, 


Table 2.1. 
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The pattern of total tax incidence for the year 1961 is presented in 
Table 6-2 and illustrated in Chart 6-1. The estimates show that the total 
tax structure is regressive over the first three income classes up to an 
income level of $4,000, slightly progressive up to an income level of $10,000, 
and more progressive beyond $10,000. Because the income bracket is open- 
ended above $10 ,000, it is impossible to say anything about the degree of 


progression for families and individuals within this class except in aggregate. 


The federal tax structure is slightly regressive over the first two 
brackets ent progressive beyond those brackets. This pattern, in the main, 
is the result of several conflicting forces. The individual income tax is 
progressive throughout the entire income range. The corporate income tax is 
regressive up to an income level of $5,000 and progressive beyond; such 
regressiveness over the lower income brackets is partially explained by that 
portion of the tax that is assumed to be shifted forward in the prices of 
goods. The general sales tax, selective excises, and import duties all 
exhibit regressiveness over the first two brackets, an erratic pattern that 
is neither clearly progressive nor regressive from an income level of $3,000 
to $10,000, and regressiveness beyond $10,000. The evidence seems to suggest, 
therefore, that while taxes on consumption are regressive over the lower and 
upper income brackets, there is no clear pattern of regressiveness or pro- 


gressiveness over the middle income range. 


The provincial and municipal tax structure is regressive over the first 
three income brackets and mildly progressive beyond. The element of pro- 
gressiveness is inserted by the individual income tax and the corporate 
income tax over the last two income brackets, although these taxes do not 
bear nearly the weight in the provincial and municipal tax structure that 
they do in the federal tax structure (as of 1961). Sales taxes, excise taxes, 
and property taxes largely explain the regressive nature of the total pro- 
vincial and municipal tax structure over the lower income brackets. The 


property tax is very regressive up to an income level of $5,000 and 


*uoTsstumog ayy £q peystrTqnd Apnys e * 


0°00T 6° 46 g° Eg 

T'S 9°TT i 
| E Sell os oe, 
Q°T ee G*T eT 
8° g°k O° t et 
G: t ¢: he 
ge cz - - 
Tt ove ot 1° 
O°T 6°T 8° & 
Et 9°T ae Le 
S* aT oat SE SPE 
G°T ¢° dns ot 
¢° “°F - - 
O°¢g eT Ore org 
E°g G°T ti? G*2 
6°¢ Lane Th Or 
ne T'9 Le Hz 
6°9 4° OT 8°8 ok 


Gat 


COT cle 
(que. “= 
Tez Oo] I2AQ pue 666°6 ) ui 


000‘ oT¢ -000‘L¢ -000‘ S$ 


SSB[Q sWOoUTyT 


auoW AT THeg 


- 000‘ rg¢ 


T96T “FUALONULS XV TWLOL AHL YOX SALVE XVL SATLOGAIT 


OUdod UeTpeueg OUR UT oan} tpuo 


OF Tang pue Sexe FO Soueptouy uy, ‘aTdseTTty *I °M 


‘SUT PUNO 07 SND sTeqo7. 09 ppe you Aew sTtTeqeg 


ele 


O°Ln T* He 
G*eT ber 3 
wes 6°2e 
a Yaa 
rs oT 
4S eg 

is 6” 

a S*h 

6° se 

S° ¢° 
ou § 8rK 
6°S GX 
os er? 
95a a 3G 
2°h 2° 
8°? Hs 
ere 6°T 
O°eT oot 
~ 666° S- 1 66652. 000° 2 
-000‘ ¢¢ -000‘ e¢ 


(1-9 348U9 9a5) 


o-9 ATAVL 


Jepun 


2390IN0g 


229 0N 


SAITINVA JO YHEWONN GHATLVINNNO *O¢ 


SHITINVA JO UHGWAN “6T 


t 


STHAZI Tiv ‘SEXVL TWLOL °8T 


suoTyngtazquog AATAINDEg TeToOO¢g 


sexey, 128U10 


xey, Aqaedorg 


sunqtuetg soueinsul [Teqrtdsoy. 


sotyng uotsssoong 
SosToxg pue sates 
XB], SWOOUT UOTZeLOdI0g 


XB], SWOOUT TeNPTAT put 


TVLOL ‘SHXVL TVOOT CNV IVIONTAOYG ° 


SUOTANGTIQUOD AYTANDEegG TeTOOS 
SseTqng 97e4sq 
sotqng yszodwy 

SOSTOXY OATIZOOTOG 
xB, seTeg 
Xey, PUOSUT UOTZeIOdIOD 


XB], SWOOUT TeNPTAT PUT 


TWLOL ‘SUXVL TWuddat “T 


doanog Xe], 


000'02 


Z-9 ®IGP] : e2un09s 


¢ SSD|> awosu; Asuow AjiwD4 


000'S| 000'0L 000'S 


0 


b RPG RGE | atest Hl 


@d 


© j 


6V 


27 


+ | 


1V¥301 GNV IVIDNIAO€Ud 


1V 83034 


S13A]31 11V 


L96L ‘JUNLINALS XVL IWLOL JHL YOd SALVA XVWL FAILII543 
I-9 HYD 


Oe 


OV 


— 001 


=~ Cel 


SOXD] JO O1)Dy 


2h8 


proportional beyond. Hospital insurance taxes are regressive over the 
entire income range, but their weight is minor within the provincial and 


municipal tax structure. 


These results depend upon, among other factors, the underlying shifting 
assumptions that are used to allocate the various taxes to factor incomes or 
particular consumer outlays. However, in the study various alternative 
assumptions were employed, and it was found that there was no significant 


change in the general pattern of total tax incidence. 


To sum up, given certain assumptions as to the incidence of each tax, 
the evidence, with due allowance for some unquantifiable margin of error, 
suggests that the distribution of effective tax rates is regressive up to an 
income level of at least $4,000 and progressive beyond. It is this element 


of regressiveness of the tax structure that is important when considerations 


— 


\ 


of tax fairness and equity are involved. In total, about one third of all ‘ 
families and unattached individuals are affected by the regressiveness over 


the first two income classes. 
The Incidence of Public Expenditures 


Under this subheading are presented estimates of the incidence of the 
expenditures side of the fiscal system. The expenditures Ree ere are 
presented in Table 6-3. When the expenditures side of the public sector is 
examined it is possible to distinguish between transfer payments to families, 
and government expenditures on goods and services. Transfer payments are 
Similar to negative taxes and they can be analyzed in much the same way as 


taxes. 


Public expenditures on goods and services affect the distribution of 
income to the extent that they confer benefits on families that are not 
nn CH distributed throughout the incomé scale. The examination of these 
benefits is not as straightforward as the determination of the incidence 


of transfer payments. The approach adopted was to examine the cost to the 
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government of providing each public expenditure on goods and services, and 
this cost was considered to be incurred on behalf of those families who stand 
to benefit from the provision of the goods or services. For example, if e 
public expenditure is provided that solely benefits families whose members 
are over 65 years or age, it was assumed that the costs of the public ex- 
penditures were "incurred on behalf of" those families. The actual estimates 
of total incidence of expenditures on goods and services were made by 


determining the following: 


Ls Those beneficiary groups on whose behalf the public expenditure is made. 
oe The average cost of providing each group with the service. 
3 The distribution, by family money income class, of the families within 


each beneficiary group. 


TABLE 6-3 
TOTAL GOVERNMENT EXPENDITURES, 1961 


Total Expenditures 


Total Expenditures Net of Exported Share 
(millions os (per cent) (millions oe (per cent) 


Expenditure dollars) dollars) 
Item ue 2 bs 


Specific Expenditures 


1. Highways 1,062 8.8 1,000 8.5 
2. Other Transportation 411 2.6 SL1 2.6 
~ Education 1,820 Ls.2 1,820 Loe 0 
lh, Health and Sanitation Lele 10.1 1,202 10.2 
5. Social Welfare and 

Payments to Veterans Sait Be 2c. tf 2, ho 23.2 
6. Agriculture 372 3.0 372 322 
7. Interest Payments 837 kz S46 h.6 
8. "General' Expenditures 3,790 30.4 _3,790 SBA. 2 
9. Total Expenditures $12,134 OOrr0 $11,771 100 


Note: Details may not add to totals due to rounding. 


Source: W.I. Gillespie, The Incidence of Taxes and Public Expenditures in the 


Canadian Economy, a study published by the Commission, Table 3.1. 
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The above approach works well if the beneficieries of public expenditures 
are clearly delineated groups within the economy; in other words, it is an 
appropriate method of dealing with "specific" public expenditures. However, 
there are some public expenditures that are impossible to allocate by specific 
beneficiary groups. For example, national dei’ence and justice are services 
that are clearly indivisible among families because they exist in the same 
amount for all. However, any estimation of the effect of all public 
expenditures on the distribution of income depends upon the distribution of 
the benefits from "general" public expenditures among families. We have 
chosen to distribute such general expenditures as a flat percentage of income 


under our definition of income uy. 


Before examining the evidence two qualifications must be made. First, 
the degree of variation about the estimated average effective rates of 
expenditure incidence is probably much greater than the degree of variation 
about the average effective rate of tax incidence. While almost no families 
can escape the major tax payments, a considerable number of families do not 
receive direct benefits from such public expenditures as social welfare and 
payments to veterans. Therefore, the average effective rate of expenditure 
incidence will be smaller by an unknown amount for a family that did not 


receive such social security benefits. 


This is an extremely important qualification that greatly affects the 
meaning that can be attached to the estimates of expenditure incidence, and 
ultimately to the estimates of fiscal incidence. Within each income class 
there are families and unattached individuals with widely divergent social- 
economic characteristics. The lower income classes include, for example, the 
aged-retired, the temporarily unemployed, the disabled, young persons who 
have just entered the labour force, and persons with low lifetime incomes. 
Government welfare expenditures are not evenly distributed among low income 
families and unattached individuals with these characteristics. For example, 


the temporarily unemployed, the disabled, the elderly and families with 


aol 


many children benefit from specific government programmes. But there are 
some families and unattached individuals who do not fall into one of these 
categories, in particular, those who have just entered the labour force and 
those who are physically able and employed but have low lifetime incomes. 
These families and individuals receive few government benefits. The 
expenditure incidence of each income class, because it is the average for 
the class, masks all of these differences by averaging those who receive 


little with those who receive much. 


The second qualification results because tne estimates presented here 
are based on the distribution of the average costs incurred in providing 
public goods and services for various families. They are not, strictly 
speaking, estimates of benefits received from the provision of public goods 
by all families. In other words, some public services provided for a specific 
group of beneficiaries may confer benefits on families other than the basic 
group. Except in the case of "general" expenditures we have not attempted 


to assess the distribution of these “external benefits". 


The distribution of effective expenditure incidence is presented in 
Table 6-4 and illustrated in Chart 6-2. The magnitudes represent the costs 
incurred on behalf of families in each family money income class as a per- 
centage of the income base within each class. A word of warning is necessary 
concerning the high absolute values for some rates in the lowest brackets: 
these should not be taken to indicate a high level of public economic welfare. 
In fact, as the income base approaches zero, the effective expenditure 
incidence will approach infinity. All that can be said is that, for an 
"overage" family in the lowest income bracket, public expenditures have a 
ereater effect relative to income than for an "average" family in the next 


higher income bracket. 


The distribution of government expenditures for all levels of government 
is clearly favourable to the lower income brackets; the effective rate of 


expenditure incidence decreases as income increases over the entire income 


at 
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scale. While it is difficult to determine the degree of continued decline 
in this rate within the upper income bracket, it does seem that there is 
some decline from the "under $10,000" income class to the "$10,000 and over" 


income class. 


The distribution of public expenditures for the federal government is 
favourable to the lower income brackets up to an income level of approximately 
$5 ,000; beyond this level the effective rate of expenditure incidence is 
almost proportional. This "favourable to the lower income earners” aspect 
is most noticeably affected by social welfare payments and payments to 
veterans that are all heavily weighted toward families in the lower income 
brackets. The major category at the federal level— "general" expenditures— 
has no effect on the distributive pattern because it was allocated as a 
flat percentage of income. The remaining expenditures are relatively, in- 
significant, both in their weight within the federal expenditure structure 


and in their effect on the distribution of income. 


The distribution of public expenditures for provincial and municipal 
governments is favourable to the lower income brackets throughout the entire 
income scale, although it is more favourable over the first two income 
brackets than elsewhere. The three major public expenditures which bring 
about this distributive pattern are public health and sanitation, social 
welfare, and education. The incidence of public health and sanitation 
expenditures is extremely favourable to the lower income earners over the 
first two income brackets and less favourable throughout the rest of the 
income distribution. Two factors account for this pattern. First, hospital 
insurance expenditures are allocated to families and the bulk of families are 
located in the lower income brackets. Second, sanitation expenditures are 
incurred on behalf of all housing units and therefore are also predominantly 
weighted toward the lower income brackets. The incidence of social welfare 
is favourable to the lower income earners up to an income of $7,000, beyond 
which it is almost proportional and negligible. The weight of these payments 


is relatively minor in the total provincial and local expenditure structure, 


eo) 


but has a noticeable effect on the distribution of income because of the 

Old age pension and direct relief components which are mainly incurred on 
behalf of lower income earners, The incidence of education expenditures 

is fairly favourable to the lower income earners throughout the entire lower 
income scale, although it is most significant up to an aeane level of 
$3,000. This pattern of expenditure incidence is caused by the heavy weight 
of the distribution of elementary and secondary school children in the lower 
income brackets. The standard pattern of expenditure incidence of education 
expenditures can be summed up as being fairly favourable to the lower income 
earners and as becoming progressively less favourable as we move up the 


income scale, 


The Fiscal Incidence 
of the Public Sector 


The next step is to determine the fiscal incidence of the public 
sector, by subtracting the distribution of effective tax rates from the 
distribution of effective expenditure rates. The result is a measure of 
the net benefits or burdens received by the various income classes from 


the tax and expenditure structures. 


It must be pointed out first that during 1961 the revenues and expendi- 
tures of the public sector as used in the analysis were not balanced. Moreover, 
the imbalance was not made up solely of what is ordinarily called a deficit. 
A "deficit" also appears in the calculations when it is necessary to exclude 
from the investigation a greater amount of revenues than of expenditures. 

For example, the methodology underlying the analysis resulted in the value of 
exported taxes exceeding the value of exported government expenditures; this 
adds considerably to an overall net residual expenditure benefit. The 
accompanying study presents estimates of the effect upon net fiscal incidence 
of eliminating the deficit, but they are not presented here. The estimates 
presented show a net residual expenditure benefit incidence. This means that 
the point at which the net benefit changes from positive to negative occurs 


at a higher income level than if the deficit had been taken into account. 
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The distribution of fiscal incidence is presented in Table 6-5 and 
illustrated in Chart 6-43. The general pattern for all levels of government 
combined is clearly favourable to the lower income brackets, and becomes less 
favourable as income increases. The lower income classes experience a net 
benefit in their relation with the public sector and this net benefit 
continually decreases as a proportion of the income base as the base increases, 


until it becomes a net burden in the upper income ranges. 


TABLE 6-5 


EFFECTIVE FISCAL INCIDENCE, 1961 
(negative numbers indicate net contribution) 


Family Money Federal Provincial and Totals 
Income Class Level Municipal Levels All Levels 
(Percentages) 
Under - $2,000 72.0 40.0 102.8 
$2,000 1G “apyego Oh. 6 1599 39.9 
23000, SUNS 9.0 10.1 19.1 
4,000 = 4,999 4.9 7.4 mes) 
5,000 - 6,999 0.8 De, 1 309 
1,000 - 9,900 -1.3 py. 0.0 
10,000 and over -6.0 -3.2 -9.2 
TOTAL 4.0 pre 9.1 
Note: Details may not add to totals due to rounding. 


Source: Table 6-4 minus Table 6-2, 


The empirical results support the conclusion that under the 1961 fiscal 
system there was redistribution from the upper to the lower income classes. 
It is also apparent that the net benefit by income class decreases relatively 
as income increases, although the point where net eee cease and net ; 


burdens begin cannot be exactly specified. There are, of course, various 
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errors associated with the basic pattern. However, one cannot plead complete 
ignorance. The best that can be concluded is that the redistribution of 
income moves from positive to negative within the income range $4 ,500-$7 ,000. 
Again, it must be emphasized that these figures relate to the average fiscal 
incidence within an income group. Individuals within a group might well 


have a net benefit or burden that differs considerably from this average. 


The patterns of fiscal incidence for the federal, provincial and 
municipal levels of government follow the same general shape, and give rise 
to the same conclusions. There is, however, some difference in degree. The 
federal pattern of fiscal incidence is more sharply "favourable to the lower 
income brackets" than the provincial and municipal pattern. This is ex- 
plained by the concentration of social welfare public expenditures at the 


federal level. 


It is useful to compare the effective tax rates, expenditure incidence, 
and net fiscal incidence for families with money incomes below $10 ,000 with 
ramilies with money incomes of $10,000 or more. The basic data are presented 
in Table 6-6. The data given in the table show that the total effective tax 
rate for all levels of government is not much higher for families with money 
ineomes of $10,000 or more relative to those with income below $10,000: 

48.4 per cent for the former and 43.8 per cent for the latter. What little 
progressiveness there is results almost entirely from federal taxes, Pro- 


vincial taxes are about the same proportion of income for both groups. 


The incidence of all government expenditures is substantially more pro- 
gressive than the incidence of taxes. Expenditures are about 47 per cent of | 
the income base for those families with money incomes less than $10,000 and 
about 29 per cent for families with greater money incomes. When $10 , 000 is 
used as the dividing line, provincial expenditures are more progressive than 
‘cderal expenditures, that is, they are concentrated more heavily than federal 


-nditures on those families with money incomes of less than $10,000. 


i 
TABLE 6-6 


EFFECTIVE FISCAL INCIDENCE, 1961, FOR 
FAMILIES WITH INCOMES UNDER 
AND OVER $10 ,000 


Family Money Income Class 
Under $10 ,000 $10 ,000 and over 


Thousands of families 4,954 263 
Total income (millions of dollars) 21,700 5,212 
Average income (dollars) 4,380 19,817 
Taxes (millions of dollars) 
Federal 4,188 1,239 
-Provincial-Municipal dig lh _ 764 
Total T 326 2,003 
Expenditures (millions of dollars) 
Federal 5 581 92h 
Provincial-Municipal _4,667 oe 
Total 10 ,2h8 Wa | 
Effective tax rates (per cent) 
Federal 19.3 23.8 
Provincial-Municipal 14.5 __ 14.6 
Total | 33.8 38.4 
‘Effective incidence all expenditures 
| per cent) 
Federal rae Pe | 17.7 
Provincial-Municipal eee. 2 okt! ort] 
Total 47.2 29.2 
Effective fiscal incidence (per cent) 
Federal +o - 6.0 
Provincial peli AY, - 3.2 
Total uit Neh - 9.2 


Source: W.I. Gillespie, The Incidence of Taxes and Public Expenditures 
in the Canadian Economy, a study published by the Commission. 
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Combining both taxes and expenditures to obtain the effective fiscal 
incidence of the government sector as a whole reveals that the average 
family with an income below $10,000 receives a net benefit of about 13 per 
cent of its comprehensive income. The average family with an income of 
$10,000 or more makes a net contribution equal to about 9 per cent of its 
comprehensive income. Slightly more than one half of the net benefit 
received by the average family at the lower end of the income scale comes 
from provincial and municipal governments; slightly less than two thirds 
of the net contribution of those at the top of the income scale is made 


to the federal government. 


IMPLICATIONS 


The evidence suggests that there is a positive redistribution of in- 
come from the higher to the lower income classes brought about by the present 
tax-expenditure system. While this is as it should be, we are not satisfied 


that the present tax system achieves vertical equity. 


Zs There are wide variations about the average tax and expenditure 
incidence estimates for each income class. There are "non-average” 
families and individuals in each class who pay above-average taxes 
and receive below-average benefits. There are some low income 
families and individuals who are not receiving enough transfers and 
other benefits to offset their taxes. This is particularly likely to 
be the situation for those with low lifetime incomes. It is no con- 
solation for these people that those who temporarily have low incomes 
are net beneficiaries under the present fiscal system. The system 
should be fair to every man not only the average man. As long as 
there are gaps in the transfer system so that some families and un- 
attached individuals with permanently low incomes do not receive 
adequate benefits, we cannot be satisfied with a tax system that is 
regressive at the bottom of the income scale. It would be irresponsi- 
ble for us to ignore the regressiveness of the tax system on the 


grounds that it could be offset by revolutionary changes in the 


transfer system. 
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Even if the "ideal" system of transfer payments were instituted, 
Canada could not achieve an equitable riscal system by reducing 
the progressiveness of the tax system and substituting © more 
progressive sllocetion of benefits. A fiscal system in which 
taxes were proportionate to income end redistribution was achieved 
solely through the provision of relatively greater benefits to 
those with low incomes trould be unfair. Such a system could 
achieve a redistribution of benefits from those families in the 
upper income classes to those in the lower income classes, but 

the net contributions of families with very high incomes would 

be virtually ©= constant proportion of income, and therefore not 

in accordance with their ability to pay. Vertical equity would 
be achieved over the lower and middle income classes but not 

over the upper income classes. Vertical equity cannot be echieved 
without progressive tax rates to ensure that the net contribution 

of a man with a comprehensive tax base of $50,000 is a larger 
proportion of his base than are the taxes of a man with a comprehensive 
tax base of $15,000 5/. Achieving this aspect of vertical equity is 
just as important as echieving a net redistribution from all of those 
with a comprehensive tax base above, say, $7,000 to all of those 


below thst figure. 


As we have said, the data available precluded an analysis of fiscal 
incidence by income class above $10,000 on a comparable basis. This 

is a most unfortunate limitation, because as we heve shown in the 
"Introduction" (Volume 1), and present in detail in Chapter 26, except 
for those in receipt of large salaries or very substantial professional 
income, the net contribution of upper income individuals and families 
is not an increasing proportion of comprehensive income under the 
present system, despite the high nominal marginal rates. Indeed, 

taxes now are probably a decreasing proportion of comprehensive 


income for upper income individuals and vamilies. 
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We do not believe that the net fiscal system is a reflection of 
the considered preferences of the majority of Canadians with respect 
to the ideal degree of redistribution, but is rather the end product 
of a multitude of unrelated decisions by many governments over many 
years. We see no reason to treat it as sacrosanct. Consequently we 
will recommend reforms that would reduce the regressiveness of the 
present tax system for those with low comprehensive incomes and 
increase the effective progressiveness of the tax system on many 


of those with large comprehensive incomes. 


In the balance of this chapter we comment briefly on some aspects of 
the present system of transfer payments and then present some general 
observations on devices for achieving greater progressiveness in the total 


tax system. 
TRANSFER PAYMENTS 


A cursory examination of the present system of transfer payments shows 
that the purpose of many of these transfer programmes is to help maintain 
adequate living standards for those who, for reasons beyond their immediate 
control, have suffered a reduction in income or are faced with substantial 


non-discretionary expenses. 


Before the welfare state had been contemplated by most people in this 
country, poor individuals and families who were subject to reductions in income 
or suffered catastrophic expenses were aided by charity. They received 
gratuitous transfers of purchasing power (or benefits in kind) either directly 
from other individuals or indirectly through private organizations. The entry 
of the state into this transfer process has meant that (except for private 
charity) the government stands between the transferor and the transferee. 

The tax structure rather than personal benevolence largely determines who 
contributes and how much. The law, regulations, and rules under which the 


particular programfhes operate, rather than the tastes and preferences of 
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private benefactors, determine who is eligible for benefits and the amounts 
to which they are entitled, As a result, transfer programmes contributions 


are now a matter of legal obligation and benefits are a matter of right. 


The peculiar feature of the present tax-expenditure system is that 
Canada now has many programmes and a wide variety of complicated financing 
arrangements to achieve the relatively straightforward objective of a re- 
distribution of purchasing power. It is true, of course, that the existing 
programmes do not guarantee that individuals will not suffer hardships. In 
particular, the man with a small income and few assets, who therefore does 
not qualify as an indigent, but who has particularly heavy expenses, for 
example, medical expenses, can be very badly off indeed. Perhaps it is 
public policy that some of these gaps exist, but the apparent enthusiasm 
for some form of medicare, to cite the issue of the moment, suggests that 
not all the gaps are accepted by many Canadians. If, as we are inclined to 
believe, many of the gaps exist only because the transfer problem has been 
approached on an ad hoc basis, there rs much to be said for a complete re- 
appraisal of what we in Canada are doing to redistribute income and how 


we are doing it. 


We urge the federal government, with the participation of the provincial 
governments, to make a full and careful evaluation of the present transfer 
system... The study should have the widest possible terms of reference so that 
consideration could be given to all existing programmes. This examination 
should explicitly take into account both the numerous suggestions that are 
now current for "negative income taxes" and "cash tax allowances", and the 
net redistributive effect of the whole tax-expenditures system, including 
the rate structure that we are recommending. Under our terms of reference 


we are restricted to making recommendations for only half of the coin. 


Financing Government 
Transfer Payments 


The study of government transfers should also encompass the methods 


used to finance them. 
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With the exception of family allowance payments Tinenced out of general 
revenues, the major federal transfer progremmes are financed through special, 
earmarked taxes, although the levies mey be designated in a different manner. 
Moreover, many of the schemes ere at least partly funded. The earmarked 
taxes sre established so thet over a given period of time each programme is, 


et least to some extent, self-financing, elthough this approach is not 


rigidly adhered to. 


It is often claimed that earmarxed taxes heve two advantages. It is seid 
that the public will more readily accept a specific tax that is to be used to 
finance a particular benefit they are going to obtain, than an equivalent 
increase in the general level of taxation, even though the proceeds are going 
to be applied in the same way. It is further ergued that when particular taxes 
and particular ‘benefits are tied together the demand for increases in benefits 
is reduced. Both assertions may be true, but it is virtually impossible to 
test them. It is difficult, however, to accept the second proposition in the 
light of the fact that old age security benefits have grown more rapidly than 
family allowance benefits, although old age security pensions are financed 


by earmarked taxes while family allowances are not. 


Be that as it may, the taxes earmarked for transfer payments are 


probably at best proportionate and poss 
ms 


bly regressive, depending upon 
one's assumptions regarding shifting. Peet taxes, proportionate income 
taxes with dollar limits, and consumption taxes are unlikely to fall 
relatively more heavily on those in the upper income groups. By relying 
on these kinds of taxes to finance its transfer programmes the effective 
progressiveness of the Canadian system hes been reduced, while its appsrent 
progressiveness is maintained through continued edherence to the personal 
income tax rate structure. Whether or not this has Bay gi mcrae depends 


on one's views as to the eppropriate degree of redistribution that should be 


echieved through the tax-expenditure system. Much of the present system 


involves transfers from those with small incomes to those with less. 
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It would take us too far afield to attempt to evaluate systematically 
the pros and cons of funding government transfer programmes. We should, 
however, like to record some of our doubts on the merits of the funding 


approach. 


Many of the transfer programmes cannot be "actuarily sound” because it 
is impossible to determine the probability of the contingencies for which 
they provide. The word "insurance" is used too loosely when applied, for 
example, to the unemployment insurance programme. Under a true insurance 
approach the amount of premium is related to ae when a programme is 
compulsory there is no necessary connection between the two. High risk 
participants are frequently subsidized by low risk participants compelled 
to participate in the programme. This transfer probably is eminently desirable; 
but it would be more straightforward to acknowledge that this is a form of 
income redistribution rather than a form of insurance. Having gone this far 


the irrelevance of a fund is apparent. 


Under some funded programmes, funds will be accumulated rapidly in the 
early years. The Canada Pension Plan is the most obvious example 6/. It 
should be recognized that the so-called contributions are really taxes and 
are a form of forced saving. If governments borrow these funds at lower 
rates of interest than they would otherwise have to pay, contributors are 
forced to subsidize the government, and hence non-contributors. This is 
not to say that a more generous pension is undesirable; we merely raise 


doubts about the terms on which it is being financed. 


But the greatest danger of a funded scheme, as we see it, is the rigidity 
it builds into the system. There is a real possibility that some benefits 
will be curtailed below socially desirable levels because it will be argued 
that they cannot be "afforded" if the funds are not to go bankrupt. On the 
other hand, some programmes will not be abandoned when they should be because 
it will be claimed that people have a right to specified benefits because of 


their contributions. In our view these secondary considerations inhibit con- 
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centration on the main issues. Who should have their purchasing power 
increased? By how much? If we have full utilization of resources, who 


should give up purchasing power to those in need? By how much? 


Here, too, the questions go far beyond our terms of reference and we 
do not believe we should make recommendations that would attempt to implement 
our ideas. We are convinced, oii that these questions derserve much 
more public discussion than they have received. 

REDUCING THE REGRESSIVENESS OF 
THE PRESENT TAX SYSTEM 

Of the major taxes imposed by all levels of government only the personal 
income tax is not regressive for those individuals and families with low 
incomes. We believe that the more the regressive features of the present 
tax system could be reduced the more equitable the tax system would be. 


Each of the following changes would move in this direction: 


Le Increase the weight of personal income taxes and reduce the weights 


of other taxes in the mix. 
2s Increase the effective progressiveness of the personal income tax. — 


4%e Allow credits against personal income tax liabilities for other 


taxes paid. 


We comment briefly below about each of these methods of reducing the 
regressiveness of the tax system. 
Increasing the Relative Importance 
of Personal Income Taxes 

Because personal income tax revenues increase more rapidly than other 
tax revenues as the economy grows, if all tax rates and bases were held 
constant the relative importance of personal income taxes in the mix would 
gradually increase. However, over a period of time any one of the following 


conditions could lead to a gradual reduction in the relative importance of 


so 


personal income taxes. Personal income taxes could be reduced from time 
to time to stimulate the economy. The personal income tax system could be 
left unchanged while other taxes were raised because it was considered 
desirable to finance particular expenditures on a fee-for-service basis, 
for example, head taxes to finance hospital care. Other taxes could be 
raised because they were thought to be more "popular", or because a 
particular level of government requiring additional revenues was unable to 
raise personal income taxes for any one of a miltitude of reasons. In our 
opinion a gradual reduction in the relative importance of personal income 
taxes would be an inequitable result. We recommend that a policy of 
gradually raising the relative importance of income taxes in the revenue 
mix should be adopted. 
Increasing the Effective Progressiveness 
of the Personal Income Tax 

The personal pants tax could be made more effectively progressive 


in the following ways: 


Ls Broadening the base to include all increases in economic power. 
Most of the present exclusions benefit top income taxpayers more 


than low income taxpayers. 


es Reducing the marginal rates applied to low income individuals and 


families. 


Ls Increasing the exemptions or credits that offset the personal income 


tax liabilities of the bottom income brackets. 


hk, Allowing more generous deductions for the expenses of earning 


employment income. 
> Increasing effective marginal rates on the top income brackets. 


For reasons we have given in this chapter, and on which we will elaborate 


later in this Report, we think the change suggested by item 5 would be unwise. 
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The present personal rate schedule has a top marginal rate of about 80 per 
cent. In our view it has only been possible to keep such a rate on the 
statute books because it has been simple for most high income individuals 
to avoid it, usually by transforming "income" into tax-free "capital gains". 
The effective marginal rates on top income individuals are much less than the 
nominal or statutory marginal rates. The potential disincentive effects of 
marginal rates of up to 80 per cent applied to a comprehensive tax base are 
far too great to be acceptable. We will, in fact, recommend a top marginal 
personal rate of 50 per cent. This lower rate would reduce the degree of 
progressiveness of the income tax system for a few individuals who are now 
paying higher rates; but for most well-to-do taxpayers, the net effect of 
broadening the tax base and lowering the top statutory rates would be to 
increase the effective progressiveness of the income tax system. 

Credits Against Personal Income Tax 
Liabilities for Other Taxes 
If corporate income taxes are fully shifted forward they become, in 
effect, sales taxes without exemptions. Because low income individuals 
spend a larger part of their incomes than middle and upper income individuals, 


a fully shifted corporate tax becomes a regressive tax. 


If corporate income taxes are not shifted, the demand for shares will 
fall. The tax will be capitalized in lower share prices. The price will 
fall to the point where the market is willing to hold the existing supply 
of shares. This will be a price at which the "average" investor obtains an 
after-tax rate of return (at the reduced price) equal to the rate of return 
he could obtain on other assets of comparable risk. Because the sdiaeive 
decline in after-tax earnings per share will be greater for taxpayers with 
below average marginal rates than for those with above average marginal 
rates, the after-tax rate of return at the new share price will be perma- 
nently reduced for low rate and permanently increased for high rate share- 


holders if an unshifted tax is imposed. Low rate shareholders will find © 
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it advantageous to realize their losses on such shares and buy other assets. 
High rate shareholders will find it advantageous to accept the share losses 
resulting from the unshifted corporate income tax and sell other assets to 
buy more shares. Low income shareholders who continue to hold shares or 
acquire shares after the imposition of the unshifted corporate tax will be 
relatively worse off as a result of the unshifted corporate tax than upper 
income shareholders. Our proposal that resident shareholders be given full 
credit for corporate income taxes on a grossed-up basis would generally 
reduce regressiveness. This would occur in those cases where the tax had 
been shifted and where some reverse shifting would occur when the full credit 
for corporate income taxes is provided. If there has been no shifting, the 
burden of tax on low income shareholders would be greatly reduced by our 
integration scheme. Upper income shareholders would receive a much smaller 


benefit. 


The regressive characteristics of the present sales taxes could be 
reduced, and perhaps eliminated, by providing refundable credits against 
personal income tax liabilities for arbitrary amounts related to the estimated 
sales tax borne by low income individuals and families. An alternative would 
be to exempt from sales tax all "necessities", and all the goods and services 
required to produce "necessities". We would prefer the former approach, but 


we will recommend that the latter be adopted initially. 


It is less obvious that credit should be given for property taxes. 
Pere are two reasons for this. First, to the extent that property taxes 
constitute fees for services rendered by the municipality to the taxpayer, 
these taxes should not be deducted from personal income tax liabilities. 

The payments for many municipal services are, in essence, consumption 
expenditures. If the provinces take over a larger and larger part of the 
burden of education from the municipalities, and this seems to be the trend, 
the fee-for-service element in property taxes will increase. Second, it is 


difficult to devise a system of credits for property taxes against personal 
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income tax liabilities that would be equitable between those who own their 


homes and those who rent from others. Therefore, we would not recommend 


that credit for property taxes be given against personal income taxes. 
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CONCLUSIONS AND RECOMMENDATIONS 


To be equitable, the tax-transfer-expenditure system should be used to 
redistribute income. The question is how much redistribution, not 


whether redistribution. 


The present tax system (the data are for 1961) is regressive for low 
income individuals and families, and slightly progressive for middle 
and upper income individuals and families as a group. The lack of 
available data makes it impossible to estimate on a comparable basis 
the progressiveness of the tax system for those with incomes above 
$10,000, except as a group. However, an examination of the personal 
income taxes paid by families and individuals within the "$10,000 and 
over" class shows that the average effective rate of tax, based on a 
comprehensive definition of income, is less for families and 
individuals at the upper end of the class than it is for those at 


the lower end of the class. 


The distribution of transfers and the benefits of government expendi- 
tures is highly advantageous to some low income individuals and 
families. But because of the gaps in the transfer system the re- 
gressive taxes on some low income families and individuals probably 


are not offset by transfers and benefits. 


The net effect of the whole fiscal system is a redistribution of 


income from those with incomes above $4,500 to $7,000 to those below. 


A comparison of the fiscal incidence for families and unattached 
individuals with money incomes of less than $10,000 with those with 


money incomes of $10,000 or more shows the following results: 
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a) The average net benefit of those below $10 ,000 is about 135 per 


cent of the average comprehensive income base. 


b) The average net contribution of those with a money income of 
$10,000 or more is about 9 per cent of the average comprehensive 


income base, 


c) Slightly more than one half the net contribution received by 
families and individuals at the lower end of the scale comes 


from the provinces and municipalities. 


d) Two thirds of the net contribution made by those at the upper 


end of the scale goes to the federal government. 


For those at the bottom end of the income scale the equity of 


the fiscal system could be improved by either of the following changes: 


a) By adopting a more comprehensive system of transfer payments 
that would ensure that the regressive taxes on low income 


families and individuals were invariably more than offset; or 


b) By reducing effective tax rates on those with low incomes, 


broadly defined. 


A study of the first alternative lies outside our terms of reference, 


Until such a study is completed we recommend the second alternative. 


Vertical equity at the lower end of the income scale conceivably could 
be achieved by substituting a more comprehensive and progressive 
system of transfer payments for a less progressive tax system. But 
transfer payments are, and are likely to remain, a small proportion 

of income for those with larger incomes. Without a progressive tax 
system, that is, progressive rates applied to a broadly defined 

income base, the net contributions of those with relatively large 


incomes would be approximately a constant proportion of income. 


10. 


oie 


We believe that this would be unfair. The greater the income 
the greater should be the relative net contribution of the family 


or individual. 


We recommend that a study be made of the whole question of re- 
distribution with terms of reference broad enough to allow con- 
sideration to be given to all existing transfer payment programmes. 
This examination should encompass consideration of "negative income 
taxes", "cash tax allowances", and the methods that are used to 


finance transfer programmes. 


Many of our existing transfer programmes are financed by regressive 


taxes that tend to offset their redistributive effect. 


The regressiveness of the present tax system could be reduced or 


eliminated by one or all of the actions listed below: 


a) Increase the weight of personal income taxes in the revenue 


mix. 


b) Increase the effective progressiveness of the personal income 


tax by: 
i) broadening the base; 
ii) reducing marginal rates on the bottom income brackets; 


iii) increasing the exemptions or credits, which would have 
a relatively greater effect on the personal income tax 
liabilities on the bottom income tax brackets; 

iv) allowing more generous deductions for the expenses of 


earning employment income; 


v) increasing effective marginal rates on the top income 


brackets. 


f 
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c) Allow credits egeinst personal income tax liesbilities for: 


. 


i) corporate, 
ii) sales, and 


iii) real property taxes. 


ad) In lieu of (c)(ii), it would be possible to broaden sales 


tax exemptions to exclude more "necessities" from tax. 


ll. For the reasons we have given in this chapter, and on which we 
will elaborate later in the Report, we would reject increasing 
the statutory marginal rates on the top income brackets, and 
allowing credits for sales taxes and real property taxes. We 
will recommend, however, that a1] the other steps be taken to 


reduce the regressiveness of the tax system, 
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It was assumed that corporate taxes were partially shifted, that is, 
that a portion was passed on to the consumer while the balance was 

borne by the shareholder. Alternative shifting assumptions are examined 
in the study. It was found that the results are not materially affected 


by alternative assumptions. 


Briefly the major shifting assumptions are as follows: the individual 
income tax is assumed to remain unchanged; one half the corporate income 
tax is assumed to be shifted forward to sbiounere of corporate products, 
the remainder resting on shareholders; general sales taxes are assumed 
to be shifted forward to the consumers of taxed products, and a selective 


excise tax is assumed to be borne by the consumer of the taxed product. 


"General" expenditures are allocated alternatively, in the study, among 
families and unattached individuals by a distribution of income as we 
have defined it, by a distribution of capital or investment income, 

and by a distribution of disposable income. The use of any one of the 
alternative assumptions, with a partial exception, does not signi- 
ficantly alter the general pattern of total expenditure incidence set 
forth in Table 6-4. The exception occurs for the "$10,000 and over" 


$ 


income class when "general" expenditures are allocated by capital 


income. 


The concept of the comprehensive tax base is explained in detail in 


Chapter 8. 


Although we do not define the Canada Pension Plan as a transfer 


programme, our views on funding apply to it. 
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THE RELATIONSHIP BETWEEN UNEMPLOYMENT AND INFLATION 


The relationship tainen the unemployment rate and changes in the price 
level is shown in Chart A-1. December-to-December changes in the consumer 
price index are plotted against the annual average unemployment rate. When 
the unemployment rate is above 4 per cent there appears to be little rela- 


tionship between price changes and the unemployment rate. 


With the exception of 1950, which was affected by the rapid rise in 
prices brought about by the start of the Korean War, the percentage in- 
crease in the consumer price index did not exceed 2.5 per cent when the 


unemployment rate was above 3.5 per cent. 


The two years of sharp inflation in this period, 1948 and 1951, were 


both years when the unemployment rate was at or below 2.5 per cent. 


Average rates of inflation and of unemployment over the three post- 
Korean War business cycles were also calculated. The following results 


were obtained: 


Average Annual Average 
Unemployment Change in Consumer Changes in 
Period Rate Price Index GNE Deflator 1/ 
(per cent) (per cent) ( per cent) 
DR PS pao M | 4.0 1.2 2.4 
"1957-60 aoe | 1.8 2.0 
1960-64 | 6.1 1.4 fa 


These results indicate that little, if any, reduction in the rate of 
inflation occurred in the two recent cycles although the average unemploy- 
ment rate was 2.1 percentage points higher than in the first post-Korean 
War cycle. 

REFERENCE 
as Factor used to adjust current gross national expenditure (GNE) to 


obtain GNE in constant dollars. 
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Chart A-] 
THE RELATIONSHIP BETWEEN UNEMPLOYMENT AND INFLATION 
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APPENDIX B 
REGIONAL STRUCTURE OF UNEMPLOYMENT 


The estimates given in the text are based on regression equations 
fitted to annual data for the 1948-57 period which relate each regional 
unemployment rate to the national rate. These functions predicted the 


regional rates quite well for the 1958-62 period. 


An alternative set of estimates was obtained by simply calculating 
average regional rates over the 1951-55 period when the national rate 


averaged 3.5 per cent Uf These estimates were as follows: 


Atlantic Provinces 5.5 per cent 
Quebec 4.5 per cent 
Ontario 2.7 per cent 
Prairie Provinces 2.2 per cent 
British Columbia 4.0 per cent 


They are very close to the estimates in the text. 


Finally, as a check on this procedure, we examined the regional 
pattern for the period September to November 1965 when the national 


unemployment rate again averaged 3.5 per cent. 


The following was the regional structure of rates for this period: 


Atlantic Provinces 5.8 per cent 
Quebec 5.1 per cent 
Ontario 2.3 per cent 
Prairie Provinces 2.1 per cent 
British Columbia 4.O per cent 


These three alternative estimates indicate that the regional structure 
of unemployment rates at a given level of national unemployment has been 
remarkably stable. 

REFERENCE 


1/ Dominion Bureau of Statistics, Unemployment in Canada, Occasional. 
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APPENDIX C 


FULL-EMPLOYMENT SURPLUS, REVENUE DRAG 
AND DISCRETIONARY FISCAL POLICY 


NOTES ON THE FULL-EMPLOYMENT SURPLUS 


The full-employment surplus used is based on the series of potential 
or full-employment output prepared for the study Sources of Econonic Growth ee 
The details of the estimation procedures are described in the technical 


appendix to that study prepared by R. G. Scott. 


Given the estimates of full-employment gross national product (GNP), 
the estimation of the full-employment revenues and expenditures of the 


government involved tne following steps: 

y ys Deciding the revenues and expenditures that are sensitive to GNP. 

2. Estimating the elasticity of the revenue or expenditure "base" to GNP. 
wae Estimating the elasticity of the tax to the revenue base. 


ils Given these estimates, blowing-up each revenue and expenditure 


sensitive to GNP to its full-employment value by the formula: 


A'Tax(i) = ATGNE Et(i) Eb(i) Tax(i) 
GNP 


where 
af is the full-employment value minus the actual value, 
Et(;) is the elasticity of Tax i to its base, 
Eb (i) is the elasticity of the tax base of Tax i to GNP, 
Tax(i) is the actual revenue raised by Tax i. 
oe Full-employment values of revenues and expenditures which are not 


sensitive to GNP are assumed equal to the actual values. 


Full-employment revenue is the sum of the full-employment estimates of 
all the revenue categories; full-employment values of expenditure are the sum 
of all the full-employment estimates of the expenditure categories; and the 


full-employment surplus is simply the difference between the two estimates. 
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The categories used are the major categories of revenue and expenditure 
in the national income accounts. The full-employment surplus is thus the 
surplus on a national accounts basis. This is the most appropriate budgeting 


concept for purposes of analyzing the income effects of fiscal policy als 


The following revenue items were adjusted: 
1. Personal income taxes. 
Ce Corporate income taxes. 
3. Customs duties. 
4. Indirect taxes other than customs duties. 


5. Unemployment insurance contributions. 


The remaining revenue items were assumed to be invariant with respect 
to the level of current output. These are: other personal direct taxes 
(mainly succession duties), withholding tax on payments to foreigners, and 


investment income. 


The only expenditure item that appeared sensitive to changes in income 
was unemployment insurance benefit payments. The remaining expenditure items 


were assumed to be insensitive to the level of current output ie 


The details of the estimating procedure for each of the revenue 


categories are as follows: 
Personal Income Taxes 


Tax Base. Personal income as reported in the national accounts was chosen 
because various attempts to adjust the base to exclude non-taxable or lightly 
taxed sources of income did not lead to improvements in the predictive power 


of the regression equations explaining personal taxes. 


Elasticity of Tax Base on GNP. Percentage changes in personal income were 
regressed on percentage changes in GNP. The short-run elasticity of personal 
income on GNP obtained from this equation was 0.67. This indicates that 


personal income responds sluggishly to changes in GNP, which is largely a 
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reflection of the great sensitivity of corporate profits to changes in GNP, 


and the inverse sensitivity of unemployment benefits. 


Elasticity of Tax-on-Tax Base. A linear regression equation predicting personal 
income tax payments from personal income, a weighted average of statutory tax 
rates, and a variable reflecting average exemptions allowable for the population 
as a whole yielded an average elasticity of 1.82, Although this elasticity varied 
somewhat over the period, equations with different functional forms yielded 


divergent movements. We therefore decided to use the average elasticity. 
Corporate Income Taxes 


Tax Base. Net corporate profits as reported in the national accounts was 
used as the tax base. The use of the alternative tax base of reported profits 
of profit companies in Taxation Statistics would have required a reconciliation 


with the national accounts estimates. 


Elasticity of Tax Base on GNP. A regression of percentage changes in net 
profits on percentage changes in GNP yielded an estimated short-run 


elasticity of 2.51. 


Elasticity of Tax-on-Tax Base. A variety of regressions designed to in- 
corporate the dual progressive feature of the corporate tax base did 

not yield better results than more simple formulation that ignored the 

Dee seed ett ty If anything, the regression results as a whole suggest that 
the elasticity of corporate taxes on corporate profits is slightly less than 
one, This is a reflection of the effect of income changes on the ratio of 
losses to gross profits (which affects effective tax seritisia and on firms' 
decisions that affect the timing of capital consumption allowances and other 
deductions, Corporate taxes were, therefore, assumed to have an elasticity 


of one with respect to net profits. 
Indirect Taxes 


Tax Base, GNP itself was chosen as the tax base because apparently better 
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specified tax bases did not yield any better results, and because the 
use of GNP as a base eliminated the need to establish a link between the 


tax base and GNP. 


lasticity of Taxon GNP. A straightforward regression of these tax 


payments on GNP, and on a tax rate index constructed from the estimates pre- 
sented in the budget speeches of the Minister of Finance produced unsatis- 
factory results. Subsequent experimentation with a regression model linking 
these tax payments to this tax rate index, real GNP, and the implicit deflator, 
indicated that because of intercorrelation among these variables, sensible 


results could only be obtained by constraining some of the coefficients. 


On the basis of this experimentation, together with a priori consider- 
ations of the nature and relative importance of the various taxes included, 


an elasticity of 0.GO was selected. 


Regressions predicting percentage changes in indirect taxes (after 
adjusting for the discretionary changes reported in the budget speeches of 
he Minister of Finance) on percentage changes in GNP, which were run 
subsequent to the completion of the full-employment surplus estimates, 
yielded an estimated elasticity of 1.02. This estimate, however, was 
not statistically significantly different from 0.50. This, together with 
the fact that the effect on the overall full-employment surplus estimates 


would be quite small, argued against revising the estimates. 
Customs Duties 


A regression of percentage changes in customs revenues (adjusted for 
discretionary changes) on percentage changes in GNP yielded an elasticity 
estimate of 2.38. What these indicate is the response of these 
revenues under typical expansion conditions. When we consider a situation 
with unemployment, however, one must ask: "How will the expansion take 
place?" If expansionary monetary policy is used, for example, the 
devaluation of the exchange rate will dampen the increase in imports that 
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would otherwise accompany the increase in income. On the other hand, from 
the multiplier analysis presented in Appendix D to this Volume, implicit 
estimates of imports at full employment may be obtained. These estimates, 
which are based on the assumption that federal fovernment expenditures, 
exports, and net investment are given, yield an implicit elasticity with 
respect to GNP of slichtly less than one. t was therefore decided to 
adopt the simple expedient of assisning customs duties an elasticity of 
unity, which means that the surplus at full employment is estimated with 


the existing ratio of imvorts to GNP 4/. 


Like all summary measures, the full-employment surplus is an over- 
simplification. Clearly, the level of revenue from each source at full 
employment will depend on tne composition of ovtput and of income as 
well as upon their level. However, it is more difficult to predict the 
composition, as opposed to the level, of output and income at full 
employment. Because changes in composition were ignored, errors will be 


introduced into the estimates. 


For most of the tax revenues adjusted these effects will be minor. 
Moreover, for the revenues raised from domestic sources they will be self- 
cancelling to some extent, for example, if the distribution of income at 
full employment shifts in favour of profits, the tax gain in profit taxes 


is offset, to some extent, by tax losses on other forms of income. 


For revenue from customs duties, the problem is more serious. Not 
only will customs iuties receipts be subject to erratic fluctuations in the 
same way as the other revenues, they are also influenced by policy decisions 
affecting the balance of payments. Furthermore, the revenue lost from a 
reduction in imports may not be offset at all oy revenue gains elsewhere 
because imports are not a component of value added, as are corporate 


profits and personal income 5/. 


However, because these revenues are relatively small, the use of 
alternative estimates would not alter the overall full-employment surplus 
series very much in any case. 
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The estimates of full-employment revenues, expenditures, and surplus 
obtained by these procedures are presented in Table C-1. Actual and full- 
employment surpluses are shown in Chart C-l. 

DISCRETIONARY FISCAL POLICY, AUTOMATIC 
FISCAL POLICY AND REVENUE DRAG 

Overall fiscal policy may be conveniently divided into two parts: 

Lis The effect of expenditures and revenues at some target level of GNP. 


ee The responsiveness of expenditure and revenue to changes in GNP. 


The first may be viewed as a measure of "discretionary fiscal policy", 
although it must be remembered many of the expenditure and revenue items 
may be effectively committed prior to the budget, and therefore may not be 


subject to manipulation for stabilization purposes. 


The second may be described as automatic Fiscal policy. This term is 
preferable to the more common "built-in stability" or "built-in flexibility” 
because it encompasses such possibilities as “formula flexibility", which 
are more properly regarded as a means of enhancing the responsiveness of 
fiscal policy to changes in GNP (or other target variables), rather than 
as discretionary policy per se. Automatic fiscal policy is explored 


further in Appendix D to this Volume. 


In a dynamic economy, the target level of GNP will change over time. 
If the preference function of society for the different stabilization goals 
(avoidance of inflation, maintenance of external stability, and full 
employment) does not change, and if the trade-off function linking these 
target variables remains unchanged, then the target level of GNP will 


grow at the same rate as the growth of potential GNP. 


The selection of the appropriate target level will depend on the relative 
sragiweaceian attached to avoiding inflation on the one hand, and increasing out- 
put and employment on the other (leaving aside exchange rates and balance~— 
of-payments problems ). Given these weights or preferences, this target 
will change if the trade-off function linking unemployment and price 
inflation shifts. 
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Chart C-1 


FEDERAL GOVERNMENT SURPLUS ON A NATIONAL ACCOUNTS BASIS 
Millions of Current Dollars 
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In Chapter 3, a target of 3.5 per cent unemployment was selected which 
corresponds to the measure of potential GNP. The more ambitious 3.0 per 
cent target selected by the Economic Council reflects their assumption that 
manpower policies, and policies aimed at mitigating regional disparities 
in unemployment levels, will be reasonably effective pit ie next 4 or 5 years 
rather than the fact that they attach relatively more weight to the employment 


goal and less weight to the price stability goal. 


Our researches 6/ and those of others 7/ suggest that the maintenance 
of a 53.5 per cent level of unemployment, provided sectoral bottlenecks are 
avoided and cost pressures (both from foreign prices and from the exercise 
of market power by trade unions and giant firms) are moderate, is consistent 
with a rate of inflation of about one and one-half per cent in the consumer 
price index (CPI), a slightly higher rate for the gross national expenditure 


(GNE) deflator, and near stability for wholesale prices of domestic goods. 


Because the target level of real income is rising over time, and because 
a mild rate of increase of prices is implicit in the targets we have adopted, 
the revenue generated by a given tax structure will also grow, This rate of 


growth depends on the following factors; 


: The rate of growth of money GNP at full employment. 

2. The rate of growth of the population, which affects personal tax 
yields via exemptions, 

b> The income elasticity and relative importance in the overall revenue 


scheme of the various taxes used. 


The absolute rise in full-employment revenue that is automatically 
generated by the growth of current dollar potential GNP will be described 


as the revenue drag exerted by the tax system. 


As is explained in Chapter 3, unless this drag is offset by expenditure 
increases, increased transfers to or tax abatements for the provinces, or 
tax rate cuts, fiscal policy will tend to exert a deflationary influence 


over time. 
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By discretionary changes, we refer to the estimated impact at the 


current full-employment level of income of the sum of the following: 


Ls Increases in federal transfers to provinces. 
nae Increases in other federal expenditures. 
* Reductions in federal tax revenues. 


he. Increases in federal tax abatements for the provinces. 


If discretionary changes so defined approximately offset the drag, the 
fiscal policy will be described as neutral. If discretionary changes exceed 
the drag, fiscal policy is expansionary, and if the drag exceeds discretionary 


changes, fiscal policy is contractionary. 


Algebraically, the relationships between the full-employment surplus, 
revenue drag, discretionary changes, automatic policy and the actual surplus 


on a national accounts basis are as follows: 


Ls Full-employment surplus 
+ Automatic fiscal policy 


Actual surplus, 


iH] 


Cs A Full-employment surplus 


Revenue drag 
- Discretionary increases in expenditures, provincial transfers and 


abatements and discretionary reductions in taxes. 


There are two ways we can estimate revenue drag. Directly, by applying 
long-run income elasticities of taxes to the growth of current dollar full-— 
employment GNP and adding in the observed changes of revenue items not 
sensitive to fluctuations in GNP. Indirectly, by estimating the revenue 
effects of the discretionary changes in taxes and abatements and adding 
these and the observed changes in expenditures to the changes in the full- 


employment surplus. 


In Chapter 5 are presented the estimates obtained by the latter method, 


which are forced to be consistent with the estimates of the full-employment 
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surplus and of the magnitude of discretionary changes. Here, both are 
presented because the discrepancies between the two series will give some 


indication of the reliability of the estimates, 


Estimates of discretionary changes and the two estimates of the revenue 
drag are presented in Table C-2, Table C-3 presents the details of the 
estimates of the discretionary tax changes. The discrepancies between the 
two estimates of revenue drag for the ten-year period as a whole are quite 


small, being about 1.0 per cent of the estimated revenue drag, 


The average of the absolute deviations in each year was $66 million, 
This is small in relation to full-employment revenues, but fairly large in 
relation to the typical annual drag. The signs of the larger discrepancies 
alternate. This suggests that the estimated timing of the effects of the 
discretionary tax changes may be in error. In addition, the two procedures 
rest on different implicit assumptions about the composition of full-employment 
income which is subject to moderate taxation, and farm income, which is 
lightly taxed. The residual estimates implicitly allow for changes in the 
composition of full-employment income. The direct estimates do not. The 
volatility of both corporate profits and farm income (atefull employment ) 


may, therefore, account for some of the discrepancies between the two series. 


Finally, the estimated elasticities and the estimated full-employment 
output series are subject to error, and errors in these estimates will 


generally affect the two revenue drag estimates differently. 
THE ANALYSIS OF FISCAL POLICY 


The full-employment surplus and related series can be used in two ways 
to examine the appropriateness of fiscal policy. If there is full-employment 
surplus, it indicates that on balance the federal government is exerting 
deflationary or contractionary pressure on the private sector at full 
employment. If the surplus is negative, that is, if there is a full-employment 
deficit, an inflationary or expansionary pressure is exerted at full employment. 
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TABLE C-2 
Notes 


Column 1: Table C-1, year-to-year changes in column (8), 


Column 2: Estimates prior to 1956 are taken from worksheets prepared by 
James Lynn.!See J.H. Lynn, Federal-Provincial Fiscal Arrangements 
a study published by the Commission.] Estimates for 1956-63 are 
based upon national accounts data. For years when changes in 


either corporate or personal income tax abatements occurred, the 
effect was estimated as follows: 


P 
Abatements (+ ) =P, - t-1 . (P, +F ) 
t bon ee h t t 
tel t-1 
where P, = provincial revenues from the tax 


Fe = federal revenues from the tax 


Column 3: These estimates are based upon the estimated impact of tax changes 
published in the budget speeches of the Minister of Finance. Changes 
adopted were allocated to calendar years by taking into account the 
date of the tax change together with estimates for the current 
fiscal year and full year effects of the tax changes presented in 
the budget speeches. 


The effect of the temporary increases in customs duties enacted in 
1962 was estimated as follows: the ratio of customs duties revenues 
to imports for 1961 was multiplied by imports in 1962 and 1963 to 
obtain estimates of "normal" customs revenues. The difference 
between the observed values and these estimates was assumed to be 
due to the imposition of the special levies. Their imposition in 
1962 and removal in 1963 were treated as part of discretionary 

tax policy. See also Table C-3. 


Column 4: National Accounts, Table 57, line 17. 

Column 5: Minus year-to-year changes in column (6) Table C-1 minus column (1) Table C-2 
Column 6: Column (2) + column (3) + column (4) + column (5). 

Column 7: Column (1) - column (6). 

Column 8: Direct estimates of revenue drag for each of the income sensitive 


taxes were obtained by applying the following long-run elasticity 
estimates to the percentage change in money GNP at full employment: 


Personal income tax 1.82 on per capita GNP change 
1.00 on population change 

Corporate income tax 1.00 

Customs duties 1.00 

Other indirect taxes 0.80 


To these were added the actual changes in all the other revenue 
items and the change in the full-employment estimates of unemploy- 
ment insurance contributions. 
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TABLE C-3 
ALLOCATION TO CALENDAR YEARS OF REVENUE EFFECTS OF DISCRETIONARY TAX RATE 


AND TAX BASE CHANGES 1953-63 NATIONAL ACCOUNTS BASIS a/ 


(millions of dollars) 


Personal Corporate Sales and Old Age Security Calendar Year Impact 
Income Income Excise Tax and Customs of Discretionary 
Budget Allocation Tax Tax Taxes Duties Totals Tax Changes f 
1953 Full Year -155 -119 - ho - 2 -346 
55 - 92 -119 - 33 nil -ohy 
54 - 95 nil ae an 2 -102 
1954 Full Year nil nil - 36 - l - 37 -129 
5h - - - 27 nil - 27 
a - ~ a ms = 310) 
1955 Full Year -128 - 43 eg nil -208 -145 
55 - 64 - 43 - 28 - -135 
56 - 64 nil - 9 - ete 
1956 Full Year nil nil - 12 nil - 12 - 82 
56 = - 9 ' — 
ei . - e A - - 1% 
1957 b/ Full Year - 80 nil - 45 a -128 - 39 
it nil - - 3h - 2 - 36 
58 - 80 - - 11 - l - 92 
1957 (Dec.) Full Year -156 - 12 - 20 - 6 -194 
58 -156 - 12 - 20 - 4 -192 
59 nil nil nil “pe he 
1958 Full Year = s - 6 - 8 - 2 ie Qh -288 
58 nil mL - & - 1 - 5 
59 - 5 - 6 - 4 - lL - 16 
1959 c/ Full Year + 5h + 56 + 13 +199 +552 #235 
59 + BF 756 +) 52 +138 +253 
60 + 27 nil +11 OL + 99 
1960 No changes in regular budget. + 98 
1960 (Dec.) Full Year - 11 - hg nil nil - 60 
60 rast le nil ~ - - 
61 - 11 - hg - - - 60 
1961 Full Year - 15 - 20 - 66 nil -101 -109 
61 nil - 10 - 39 - - kg 
62 - 15 - 10 - 27 - - 52 
1962 Full Year - 35 - 88 4.2 -~ § -130 - el 
62 - 19 - 22 - 2 = 1% - 16 
63 - 16 - 66 nil 29.2 - 3h 
1963 a/ Full Year nil -100 +385 +100 385 -123 
63 : - 20 +47 +13 40 
64 - - 80 +144 + 50 114 
65 . nil + Qh + 37 135k 


October 1, 1963. Changes in Old Age Security Tax on Personal Incomes e/ : : 


Full Year - - - 108 108 
63 - - - 13 13 
64 - x = 95 oe) 


AEP. € 


2g) 


TABLE C-3 


Notes 


a/ 


Because corporate income tax payments are on an accrua:. basis in 
the national accounts, changes in corporate tax retroactive to January 1 
were allocated wholly to the calendar years, and changes which affected 
the timing of corporate tax payments were not taken into account. 


The personal income tax changes in the 1957 Budget involved changes in 
the treatment of pensions and the adoption of the standard deductions. 
These were allocated wholly to the 1958 calendar year. 


The change in old age security taxes and customs duties in 1959 was 
allocated as follows: 


Old Age 
Secur- 
Old Age ity and 
Personal Corporate Sales Security Customs Customs 
Tax Tax Tax pists Duties Duties 
Year 15 28 93 196 5 Ae ie, 
BY 26 (0 135 5 138 
36 nil 25 61 Wid 61 


The calendar year allocation of sales tax changes is based on the Budget 
of June 15 as modified subsequently [House of Commons Debates, July 38, 
1963, Pp. 1952]. The acceleration of corporate tax payments, which was 
estimated to increase receipts from this source by $165 million, was 

not included,"See Note a/ abvove,] 


The full-year impact of the increased old age security tax rates on 
personal income is one quarter of old age security tax receipts from 
personal income tax for 196]: as shown in the budget papers of 1965. 
The allocation of $13 million for 1963 is based on estimates presented 
at the time of the change. [House of Commons Debates, Septeniber 50, 
1963, p. 3130.] 


1962 and 1953 include the effect of the imposition and removal of 
special customs duties. These amounted to an increase in revenues 
by $77 million in 1962, followed by a $79 million reduction in 
1963. 
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One procedure is to compare the surplus in each year with the per- 
formance of the economy as indicated by the target variables. This is 


done in Chart C-2. 


This chart confirms the statement made in Chapter 5 that on the whole 
fiscal policy was too tight after 1956. Despite a substantial worsening of 
the performance of the economy in relation to the unemployment target, a full- 
employment surplus was budgeted for, a surplus, moreover, that was typically 
higher both absolutely and in relation to GNP than the average surplus for the 


four preceding years of lower unemployment Bi, 


Perhaps a more revealing approach is to analyze the changes in the system 
in relation to the performance on @ year-by-year basis, taking into account the 
situation immediately preceding the federal budget. After all, while it is 
unreasonable to demand that fiscal policy be perfect, it is reasonable to 
demand that the adjustments made be in the right direction and that their 
magnitude be somehow related to the gap between the target and the realized 
levels of unemployment. 

The results of this analysis are presented in Chart C-3 below, which 
compares the estimates of the change in the full-employment surplus and in 
discretionary actions (as defined above) with the performance of the economy 
as indicated by the unemployment and inflation target variables. Table C-4 
supplements this analysis by including data on the unemployment situation 
and outlook at the time of the budget, and includes a qualitative description 
of the tone of fiscal policy and a comparison of the actual tone with that 
desired in the light of the unemployment and inflation targets. This 


analysis underpins the evaluation of fiscal policy in the text. 
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Chart C-2 


]a00 STATICS OF FISCAL POLICY “T1900 
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Chart C-3 
DYNAMICS OF FISCAL POLICY 


CHANGE IN FULL-EMPLOYMENT SURPLUS 
500 Millions of Dollars 


500 


lot 
\ 
TSR 
 o-: 


500 — 500 
alle 
Source : Table C-2, column (1) 
SUM OF DISCRETIONARY CHANGES 
Millions of Dollars oo 
— 1000 Inverted Scale 1000 


— 300 
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x AVERAGE UNEMPLOYMENT RATE 
6 months centred at start of year 
4 4 
| | 

0 | l l 0 
1954 a0 56 57 58 59 60 6l 62 63 


Source : Table C-4, column (3) 
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REVENUE DRAG AND OFFSETTING POLICIES 


The government acted vigorously to counteract the 1957-55 recession. 
Tax cuts larger than in any other year of the post-Korean War period were 
enacted. Against a background of sharply rising government expenditures, 
this converted the full-employment surplus on a national accounts basis of 
$440 million in 1957 into a modest full-employment deficit of $114 million 


in 19538. 


Unfortunately, the vigorous use of expansionary policy in 1957-58 was 
followed by two years of perverse fiscal policy. The full-employment surplus 
rose to $334 million in 1959 and to $707 million, its highest post-Korean 
War level, in 1960. Subsequent budgets reduced but did not eliminate the 


full-employment surplus, which was estimated to be $503 million in 1965. 


If we compare 1965 with 1955 the full-employment surplus had risen 
substantially. Yet discretionary tax changes over this period would account 
for an increase in the surplus of only $80 million. Despite the fact that 
federal expenditures rose substantially and substantial increases in transfers 
to and tax abatements for the provinces occurred, the full-employment surplus 
rose by $618 million. This is a concrete illustration of the powerful 


revenue drag exerted by the federal tax system. 


Hence, a policy of apparent neutrality in taxes combined with substantial 
increases in expenditures represented in fact a contractionary fiscal policy 


in our dynamic economy. 


Table C-5 presents a more detailed analysis of this five-year period 
when the full-employment budget moved from a moderate deficit to a sub- 


stantial surplus. 
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TABLE C-5 
REVENUE DRAG AND OFFSETS, 1958-63 


(millions of dollars) 


Revenue Drag I 


(residual estimates) 2,386 

Revenue Drag II 

(direct estimates) Biss 

Offsets to Drag Percentage of Revenue Drag 
Increased Federal Expenditures 99} ho 

(except transfers to provinces) 

Increased Transfers to Provinces 477 20 

Increased Tax Abatements 377 16 

Tax Reductions -380 -3 

Residual Fiscal Drag 618 26 


It is noteworthy that a substantial part of the orfset to the drag over 
this period was accounted for by direct transfers to and abatements for the 
provinces. These transfers were very large both in relation to provincial 
expenditures and in relation to their level at the start of the period, The 
estimated increase in abatements and direct transfers was one and one-half 
times their level in 1958, and amounted to about one sixth of provincial 


expenditures at the end of the period. 


Whether equivalent federal expenditure increases or tax reductions would 
have been made to offset the drag had the growth of transfers to the provinces 
been more moderate is an interesting question. To the extent that policy 
makers regarded a a Eee in the deficit as a desirable goal, it is unlikely 
that expenditure increases or tax reductions would have offset any reduction 
in the growth of transfers to the provinces. The generally inadequate fiscal 
policy over this period, together with the observation that the large increase 
in abatements in 1962 was accompanied by a substantial reduction in the full- 


employment surplus, provide support for this view. 


On the other hand, policy maxers may have regarded the size of the actual 
deficit as a constraint on their actions, perhaps because of fears about 
losing foreign confidence, but may not have regarded a reduction in the 
deficit as being desirable per se. If such were the case, then perhaps 
expenditure increases or tax reductions equal to any reduction in the growth 
of transfers to the provinces would have been made. Policy makers may have 


felt so constrained in 1963. 
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Except, of course, in so far as they were changed as a result of deliberate 
policy moves. 

For the 1953-64 period, with the exception of the years 1955-57, which 
were characterized by a strong investment boom, imports ranged between 22.4 per 
cent and 23.4 per cent of GNP. Dominion Bureau of Statistics, National 
Accounts Income and Expenditure, Ottawa: Queen's Printer, 1926-56, 1962 
and 1964, Analytical Tables, "Percentage Distribution of Gross National 
Expenditure." 

In addition, the effect of increases in import duties upon domestic 
activity may be very different from the effect of other taxes, for 
example, suppose the price elasticity of demand for imports is unity. 

Then an increase in the tariff will raise revenues, but will not have 

any effect on the aggregate demand for domestic products. If the price 
elasticity of demand is greater than unity, increases in customs duties 


may increase revenues and stimulate aggregate demand. If the price 


_@lasticity of demand is less than unity, increases in customs duties 


will increase revenues and reduce aggregate demand. 

See Appendix A to this Volume. 

The relationship between domestic wages and prices and unemployment 

rates and foreign prices has been estimated in GL, Reuber, The Objectives 
of Monetary Policy, a working paper prepared for the Royal Commission on 
Banking and Finance, December 1962. Using his equations,we have estimated 
the rate of increase in consumer prices that would occur if the unemploy- 
ment rate were maintained at 3.5 per cent, if the rate of increase in 
foreign prices were at the annual average rate of 1 per cent (excluding 
exchange rate changes) observed for the 1953-64 period, and if the exchange 
rate remains fixed. The estimated rate of inflation obtained was 1.7 per 


cent a year. 
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The table below shows the rate of inflation of consumer prices in 
Canada under assumed variations in unemployment and foreign prices as 


revealed by Reuber's findings. 


Rate of Inflation of Consumer Prices at Alternative Levels 
of Unemployment and Rates of Change of Foreign Prices 


Rate of Change of Foreign Prices 


Unemployment Rate O per cent Luper ent 2 per cent 
er_ cent per year per year per year 
4 3 Pepe. be 1.8 
ane x : Sah aro 
3 sy Sale a. 


8/ With the single exception of 1958. 


APPENDIX D 
BUILT-IN STABILITY, TAX LEAKAGES, 
MULTIPLIERS AND LAGS 

Two sets of calculations were carried out relating to the built-in 
stabilizing power of the tax system. The first is simply an estimate of 
the proportion of a change in gross national product (GNP) "absorbed" by 
different tax and transfer payment changes. As explained in Chapter 3, 
taxes, like imports, are an important "leakage" whereby purchasing power is 
siphoned away from the private domestic sector. The calculation of the 
proportion of GNP absorbed by tax revenue changes is a direct measure of 


the rate of tax leakage. 


Whether provincial and municipal taxes ought to be treated as leakages 
is an interesting question. In the very short run it is unlikely that a 
change in provincial expenditure would result from an unexpected change in 
revenues. Over the long run, it appears reasonable to regard these govern- 
ments as having a marginal propensity to spend of one. What is a tax leakage 
and hence a contribution to built-in stability in the short run should not 
be so treated for changes which persist over longer periods. lLeakages were 
therefore calculated both with and without the provincial and municipal tax 


responses included. 


The calculation of tax leakages does not require the use of an explicit 
income determination model. The advantage of this is that the leakage 
estimates can be used, without being wedded to any particular theory of in- 
come determination, to determine whether a particular tax system makes a 
greater or lesser contribution to stability than some alternative, and to 
get a rough idea of the importance of taxes in this respect. The disadvantage 
is that the tax leakages do not directly measure the extent to which the 
response of the economy to impulses in demand has been dampened by the tax 
system. Neither do they take into account the fact that the propensities 
to spend out of different sources of income is likely to differ, particularly 


in the short run. 
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In order to do both, tax and expenditure multipliers, based on a 
simple income determination model, were calculated. This appendix describes 
in detail the methods used in calculating each of the sets of estimates 


presented in the text, 


The calculation of tax leakages is based largely on the full-employment 
surplus estimates for 196%, (See Appendix C to this Volume.) For each income- 
sensitive federal tax and transfer, the following ratio was used as an estimate 
of the tax leakage on GNP: 

Tax; (Fr) = eae 10-8 


GNP( Fp) - GNPA) 


where the subscripts A and F stand for "actual" and "full employment" 
values respectively, and GNP is measured in current dollars. (For transfers, 


the sign of the numerator was reversed.) 


The resulting estimates are presented in Table D-1, and the sum of these 


is the net leakage of the federal tax-transfer system. 


Provincial and municipal tax leakages were obtained on the following 
assumptions: 
Le The elasticity of provincial corporate and personal income taxes 
was the same as that of their federal counterparts. 
Pe Provincial and municipal indirect taxes had an average elasticity 
of 0.38. 1/ 
26 Profits of provincial and municipal government enterprises had 
an elasticity of 0.32. 2/ 
le All other provincial and municipal expenditures and revenues had 


an income elasticity of zero. 


Given these assumptions, the calculations were straightforward 
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\*Provincial Tax; = Ey ATGNP . Provincial Tax; 
GNP 


where E, is the elasticity of the tax with respect to changes in GNP. 
The total provincial tax leakage is simply: 


Uy \* Provincial Tax; 
RATES Fe ae ar 
A* GNP 


The multipliers used are based on the following assumptions on the 


expenditures side: 


1. Net investment, exports, and federal government expenditures (excluding 
unemployment insurance payments) are exogenous. 

2. Provincial and municipal expenditures are treated alternatively as 
exogenous and as determined by provincial and municipal revenues. 
These alternatives correspond to the alternative leakage estimates 
described above. 

D6 Replacement investment is treated alternately as exogenous and as 
determined by capital consumption allowances, which move in proportion 


to GNP. 


The time period allowed for the multiplier process to work itself out 
is clearly important. Later in this appendix findings are presented that 
bear on the question of the speed with which fiscal measures, once undertaken, 
affect the economy. The present analysis largely abstracts from this problem. 
ae lags are not allowed for in either the consumer expenditure response 
to indome changes or in the production response to consumer expenditure 
changes, these are effectively short-run equilibrium multipliers. The 
adjective “short-run” is required because assumption 1 above would not 


be valid in the long run. 


The usefulness of these multipliers for practical purposes depends on 


whether the multiplier process works itself out quickly enough s/. 
The model was derived as follows: 


1. Import responses to changes in different categories of final demand 


were obtained from an updated 1959 input-output table, 
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Ce The marginal propensity to consume out of disposable income was 
set at 0.925, y/ slightly below the average propensity to consume 
of 0.94 for the postwar period. 
D6 Profit responses to GNP and retained earnings responses to profits 
were based upon fitted regression equations. 
Hs Tax leakages for the federaland other levels of government were drawn 


from the calculation of tax leakages described above. 


The results obtained are summarized in Table D-e and the various steps in this 


procedure are described in the notes to that table. 


The above multiplier calculations are valid only if the multiplier process 


works itself out fairly quickly. The next question to answer is how quickly 


the multiplier process operates. 


Quarterly consumption equations were fitted to predict expenditures by 
consumers on non-durable goods, durable goods, and services. It was found 
that equations with non-farm disposable income gave better results than 
equations with disposable income. This no doubt reflects the inadequacies 


of the quarterly data on farm income 5/. 


These equations are as follows: 


CND, = 69.7 + .138 ANFY, + .080 NFY,_, + .7353CND,_} 
CD, — -8.5 i 0238 ANFY + sai O52 ae pg ‘x »T9SCD, 4 
CSt = 9.3 + .088 ANFY; + .028 NFY¢-1 + .906CS4-1 


where CND, CD,and CS stand for consumer expenditure on non-durable goods, 
durable goods, and services (in per capita constant dollars), and NFY stands 


for non-farm disposable income. 


The overall long-run marginal propensity to consume derived from these 
equations is quite low, about 0.75. This reflects the fact that farm income 
grew less rapidly than non-farm income over the postwar period as a whole. 
When account is taken of these divergent trends, the estimated long-run 
marginal propensity to consume out of total disposable income is close to -the 
value of 0.925 obtained by fitting an aggregate equation to annual data (using 
total disposable income as the dependent variable). 
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The quarterly equations were therefore adjusted to make them consistent 
with these results, and the following equations were obtained: 


CND, = Ay + .171 ADY, + .099 DYy_) + .733CND,_} 


Q 
oO 
ul 


+ Ay + .29k ADY, + .038 DY, + “T95CD, 4 


CS, 


Az + .109 ADY, + .035 DY4-1 + .906CS;_} 
where A, Ap and Az are constants which do not enter the multiplier calcula- 


tions, and DY is disposable income. 


These equations indicate that the response of consumer expenditure to a 
change in disposable income is quite quick, particularly for durable goods. 
On the average, 62 per cent of the consumer expenditure response is achieved 
within the quarter. By the end of the first year 76 per cent of the adjust- 


ment has been made. (See Table D-3). 


Is the response to tax-induced changes in income similar to the response 
to disposable income changes generally? To test this, the tax rate on per- 
sonal income was introduced as a separate variable. No significant coefficient 
was obtained, indicating that consumers respond to tax changes in the same way 
as to changes in disposable income generally. However, the tax changes have 
not been sufficiently large to warrant attaching very much significance to 
this result. On the basis of previous experience with tax changes, indi- 
viduals should expect them to remain in effect for at least four quarters, 
and should therefore be expected to respond more quickly to tax-induced 
changes than to ordinary changes which may be more temporary. However, the 
assumption will be used that the consumer response to a tax-induced change is 


the same as to an ordinary change in income 6/. 


While these consumption functions shed some light on the speed with 
which discretionary tax changes can affect the economy, a more complete assess- 


ment requires information on the response of production to changes in demand. 


For services, production and consumption are synchronous events. Here 
the lag is zero. For the production of goods, however, producers need not 
respond immediately to changes in demand because they can sell products out 
of inventory. Evidence for the United States suggests that the response of 


production to changes in sales is quite quick 7/. Even for consumer durable 
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goods, 60 per cent of the adjustment is obtained within one quarter and 


a full 80 per cent after two quarters have elapsed. 


In addition to the response of production to changes in consumption, it 
would be most desirable to have estimates of the responses of firms' order- 
placing and inventory-stocking behaviour, because these can significantly 
affect the speed with which impulses in demand are transmitted through the 


economy. 


In the absence of any reliable aggeregative function for inventory. 
behaviour and with little information about the determinants of new orders, 
the lag pattern derived for two models based on a mixture of the empirical 


estimates and a priori specifications was examined. 


In the first model, the production of services is assumed to be 
synchronous with consumer expenditures on services, but production of 
both durable and non-durable goods lags a full quarter behind consumption. 
Because both inventory and order-placing responses are ignored, these must 
be regarded as the most conservative estimates of the speed of reaction 


of the economy to changes in fiscal. policy. 


In the second model, the planned inventory, actual inventory and 
implied production responses were based on an adaptation of an inventory 


equation fitted by Courchene Gf, This model is as follows: 


i 2 einen 
- 
AInv t+] 7 .1825 Su - .3487 Inv, 
= cae wi 34 
AInv, 297T AS 1825 Sel 2487 ay 


where 8 stands for consumer purchases of goods, S* represents expected 
sales, a represents planned or intended inventory investment, Inv stands 
for actual inventory investment, the symbol A indicates "a change in" the 


affixed variable and the subscript t identifies the relevant time period. 


The estimates of the response patterns based on these two models is- 


presented in Table D-4. The results indicate that the response of the economy 


Pg ee | 


pias 
to tax changes is quite quick, particularly when allowance is made for 
some kind of inventory reaction. Without inventory responses, 58 per 
cent of the adjustment is achieved within one year. With inventory adjust- 


ment, 66 per cent of the ultimate GNP adjustment will be achieved in that 


period. 


This finding is in accordance with the available nce pine evidence 
for the United States economy. In his recent analysis of the United States 
tax cut, Okun has presented estimates of the response path of United States 
GNP 9/. These have been adjusted to make them comparable in timing with 
those presented in this appendix; they are presented at the bottom of 


Table D-4, 


Okun's estimates are consistent with those presented here, particularly 
when one takes into account the fact that 20 per cent of the United States 
tax cut was in corporate income taxes, which affect the economy with a 
longer lag. Moreover, a portion of the corporate income tax cut did not 


go into effect for ten months. 


The fiscal policy experiments carried out through the simlation of a 
simple income determination model by Duesenberry, Eckstein and Fromm 


provides additional evidence that the response of GNP to a tax change is 


rapid 10/. 


| These findings have an obvious implication for fiscal policy. The 
response of the economy to fiscal stimulus is sufficiently rapid that 
accurate long-run forecasting is not required for the operation of short - 
run fiscal policy. If reasonably accurate forecasting two to four quarters 
ahead can be attained, a reasonably effective stabilization record is 
achievable, provided that the inside lag of fiscal policy is sufficiently 


short. 


The evidence available suggests that forecasting two to four quarters 
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ahead is reasonably accurate. Mistakes will be made, particularly near 
turning points in the business cycle, but a policy geared to both the current 
situation and to short-run forecasting of the output, employment, and price 
level targets should permit stabilization policy to achieve a much better 


record in the future than in the past. 
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TABLE D-1 


TAX AND TRANSFER LEAKAGES AND CORPORATE RETENTIONS 
Estimated Change 


to Attain Ratio to 
Income Full -Employment Change in 
Variable Elasticity a/ Value (1963) GNP 
($ millions) 
GNP 1.00 % 446 1.00 
Customs Duties 1.00 L6 
Other Federal Indirect Taxes 0.80 120 
Total Federal Indirect Taxes 166 O48 
Federal Corporate Income Taxes 2.51 ote -O79 
Federal Personal Income Taxes L.ce 205 -059 
Total Federal Taxes 643 -186 
Unemployment Insurance 
Contributions Implicit 7 
Unemployment Insurance 
Benefits (Reduction) Implicit 147 
Unemployment Insurance System 154 .O45 
Federal Tax-Transfer System 797 231 
Provincial and Municipal 
Indirect Taxes 38 104 
Profits of Provincial and 
Municipal Enterprises 52 22 
Provincial Corporate 
Income Tax eek 94 
Provincial Personal 
Income Tax 1.22 38 
Total Provincial and Municipal 
Revemes 257 O75 
Total Government Taxes and 
Transfers 1,054 .306 
Net Corporate Retentions b/ 326 -095 


a/ These income elasticities are those used to obtain the full-employment 
surplus estimates and their derivation is explained in Appendix C to 
this Volume. 


b/ The change in net corporate retentions was estimated as follows. The change 
in before-tax corporate profits was obtained using an income elasticity of 
2.51. The estimated change in federal and provincial corporate taxes was 
deducted. The change in net retentions was estimated to be .75 times the 
estimated change in after-tax profits. The coefficient of .75 was based on 
the following dividend function (fitted to annual data for the period 1948-61): 


Dy = “59.59 + .5961 Dyn) + .2kho TI 
where Dy = Dividends ' 
lt = Corporate Profits 
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Policy 
or Exogenous 
Variable 


__Change __ 


Increase of $1 in 
Federal Expenditure 


Personal Income 
Tax Cut of $1 


Increase of $1 in 


Exports 


Increase of $1 in 
Investment 


Policy 
or Exogenous 
Variable 


Change 


Increase of $1 in 
Federal Expenditure 


Personal Income 
Tax Cut of $1 


Increase of $1 in 


Exports 


Increase of $1 in 
Investment 


314 


TABLE D-2 


SUMMARY MULTIPLIER TABLE 


Multiplier "A" 


First Total 

Round Effect 

Effect on 

on GNP a/ GNP 
.890 1.443 
yg 1.205 
873 1.416 
697 pe see 


Induced Induced Net 
Change in Change in Change in 
Federal Provincial Federal 


Revenues b/ Revenues b/ Deficit 


Multiplier "B" 


First Total 

Round Effect 

Effect on 

on GNP a/ GNP 
-890 1.906 
By Sy: 1.591 
Poy 6 1.869 
-697 1.492 


60% By es 5655 

«305 115 -695 
Induced Net Induced Change 
Change in Change in in Provincial 
Federal Federal Revenue and. 


Revenues b/ Deficit Expenditure b/ 
482 e 518 L779 


403 -297T » 150 


a/ Except for personal income tax changes, these are simply (1 -~mix). 
Where (m i x) is the direct and indirect import requirements per dollar 
of final demand for expenditure category "x". For personal income tax 
changes, the first round effect is mpe (1 - mic). 


b/ These indirect revenues are slightly greater than would be obtained by 


applying the tax-transfer leakage rate of Table D-1, because the income 
normally allocated to capital consumption allowance is here allocated 
in part to tax and other revenues. 


See note below. 
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Detailed Notes for Table D-2 


($ millions) 
ie Total Tax-Transfer and Retention 
Leakages for Multiplier Analysis: 
Total Tax-Transfer Leakages from Table D-1 1,054 
Net Retention Leakage from Table D-1 326 
Allocation of Capital Consumption Allowance to 
Leakages When Gross Investment Is Held Constant 290 
Total 1,870 
Ratio to 


GNP Change 485 


ee The allocation of the change in income normally going into capital 


consumption is necessary since gross investment is held constant. 


All of this income allocated to governments and to before-tax 
profits was treated as a leakage. All of the income allocated to 
individuals and unincorporated enterprise was treated as an increment 
to personal income. Of the total income increase of $413 million, 


$290 million was treated as a leakage of one type or another. 


The details of the allocation are as follows: 


Estimated Change to Full Employment in ($ millions) 
Capital Consumption Allowance Income 
(based on GNP elasticity of unity) 413 
Allocated to 
. Gross Corporate Profits 227T 
of which: af Corporate Retentions 149 
Federal Corporate Tax 58 
Provincial Corporate Tax 20 
Government Enterprise Profits Th 
Personal Income 143 


af This allocation was made as follows. One quarter of the income was 
assumed to be claimed as capital consunption allowance and hence was 
allocated directly to corporate retentions. Of the remaining increase 
in profits, a portion was allocated to federal and provincial corporate 
income taxes and to retentions on the basis of the average effective 
tax rates. The remainder was allocated to retentions, that is, it was 
assumed that none of the income would be paid in dividends. 


APP, D 


3. 


4, 


316 
($ millions) 


of which: b/ Federal Personal Income Tax 17 
Provincial Personal Income Tax 7 
Disposable Income Le 


Summary Table: Tax, Transfer, and Retention 
Leakages used in mitiplier 


calculations: 

Federal -253 
Provincial and Municipal 094 
Corporate Retentions | «238 


Calculation of Multiplier factor to be applied to first round effects 
of changes in expenditures and taxes for multiplier "A": 


Ka, = 1 


1 - mpe (1 - ml) (1 - mic) 
where Kg = mltiplier factor 
mpc = marginal propensity to consume out of disposable income 
ml = marginal tax-transfer-retention leakage rate 


mic = import requirements per dollar of final demand for consumer 
goods and services 


mpc = .925 (see Reference 4) 
ml = .485, see above, note 1 


mic = .197 (this is based on the updated 1959 input-output table 
prepared for the Commission by J. A. Sawyer) 


K, is therefore 1.622. 


This factor may be applied to the estimated first round effects of a 

change in expenditures or taxes to obtain the multipliers. The direct 
effects and the total effect on GNP, together with estimates of induced 
changes in federal and provincial revenues and the resulting effect on 


federal deficit are presented in part "A" of Table D-2. 


As is explained in the text, miltiplier "3B" differs from multiplier 
"a" in that provincial and municipal expenditures and replacement 


investments are assumed to respond to a change in GNP. 


Using the elasticity of personal taxes on personal income of 1.82, 
$20 million of this income was allocated to personal income taxes. 
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Under these assumptions the multiplier factor becomes - 


Kp = L 

1 - [mpe (l-ml) + mI +mG] + [mic mpc (l1-m1) + miI mI + miG 
where ml = the marginal tax-transfer-retention leakage rate 
mI = ratio of replacement investment to GNP 


mG = marginal provincial and municipal expenditures response 
(equal to marginal tax response) to GNP 


miI = direct and indirect import requirements per dollar of 
investment expenditures 


miG = direct and indirect import requirements per dollar of 
government expenditures. 


For this model: 


mI = .120 
mG = .O75 
miI = .303 
miG = .110 


ml, mic, mpc are the same as those used in multiplier "A". 


K = 2.141 


This factor was used to obtain the miltiplier and revenue effects 


presented in part B of Table D-e. 


mG 
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TABLE D-3 


RESPONSE OF CONSUMER EXPENDITURE 
TO A CHANGE IN DISPOSABLE INCOME 


te pe 
Non-Durable Goods sE72 22k 
Durable Goods 29k -272 
Services 109 2134 
Total Consumer 
Expenditure 574 -629 
Percentage of 
Ultimate Response 62 _68 
RL Sahl bala OLE LN WS AONE ee 


Quarters Following Change of $1 in Disposable Income 


Equilibrium 


“571 


185 


Note: These are based on the adjusted equations explained in the text. 
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TABLE D-4 


DYNAMIC RESPONSE PATTERNS 


Percentage of Ultimate GNP Adjustment Attained by Middle of 
Quarter Specified Following the Tax Cut 


Quarters 
mi 2 5 \ 
Model I: 
No Inventory Adjustment 12 1 51 58 
Model ITI: 
Inventory Adjustment based 
on Courchene's Equation 3h 54 62 66 
Comparison with Okun's Analysis of GNP Response 
to Recent United States Tax Cut 
Percentage of Ultimate GNP 
Adjustment Attained 
Quarters 
EL Mies pm alia SE 
Pure Consumption Model 20 55 47 2 
Consumption and Induced 
Investment Model 13 27 41 53 


Note: Because the United States tax cut went into effect two thirds of the 
way through the first quarter of 1964, Okun's tables were adjusted 
to make them comparable to those presented above. This involved 
adding in the value for the month prior to the start of the quarter 
and subtracting the value for the end month of the quarter. The 
values for these end months were estimated by linear interpolation. 
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Detailed Notes to Table D-4 


Consumer expenditures were disaggregated into non-durable goods, 


durable goods and services. Consequently, marginal indirect tax leakages 


and marginal import leakages were based on estimates for "direct" 


indirect taxes and input per dollar of final demand for these 


categories from the updated input-output table. The overall tax leakage 


per dollar of investment expenditure implied by this approach is very close 


to the leakage estimated by aggregative techniques in Table D-l. 
Only "first round" consumption effects of current income were taken 
into account in each quarter, that is, the simultaneity of consumption 
and income was ignored. This is to assume that consumers temporarily 
save whatever extra disposable income is generated by income-induced 
changes in current expenditures during the quarter. 
The inventory equation taken from Courchene's work is his aggregative 
equation for total manufacturing; which is as follows: 
AH, = -70.5U + .1653 Ut - 2 + .15350 NO, 
+.2825.Secrts29T! doStor - 3487 Hy - 1 

where H = Inventory Stock (at end of quarter) 

S = Sales 

NO = New Orders 


U = Unfilled Orders (at end of quarter) 


Because the production of consumer goods is largely production to 
stock rather than production to order, the unfilled orders and new 
orders terms were ignored. Planned inventory investment was assumed 
to be based on expected sales next period (which are equal to current 
sales in Courchene's model), and past inventory investment, that is, 
va = .18255g- .3487H,. This, together with observed sales, was 
used to generate production. The actual inventory change was obtained 


from the equation above. 
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The use of this equation is not particularly appropriate since 
the manufacturing sector includes industries that do not produce 
consumer goods. In addition, final demand for consumer goods includes 
some wholesale and retail trade content. Whether or not trade inventory 


behaviour can be approximated by this equation cannot be determined. 
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REFERENCES 


1/ The elasticity of 0.38 was obtained as follows. Provincial and 


minicipal indirect taxes were divided into three groups according 
to whether the assumed elasticity were unity, one half or zero. 
This classification is as follows: 
Assumed Income Elasticity: 
Unity. Retail sales taxes 
; Amusement taxes 
Miscellaneous taxes on national resources 


Corporation taxes (Not on income) 


One half. Gasoline taxes 
Miscellaneous taxes 


Zero. Licences , fees and permits 
Real property taxes 


A weighted average of these elasticities (using revenues in 1963 from 


each tax as weights) is 0.38. 


This elasticity was obtained from a regression of per cent changes in 
these revenues on per cent changes in GNP. 

Note that all investment, including inventory investment, is treated 
as exogenous in these calculations. Consequently, the calculation of 
"instantaneous" multipliers (rather than short-run multipliers based 
on distributed lag consumption functions and cyclical import functions ) 
may compensate in part for the omission of inventory investment (which 


presumably has @ rapid response to changes in income) from this analysis. 


This estimate was obtained by fitting the following regression functim 
to annual data for the period 1948-62: 
Where Cy = Per capita real consumption 


DY; = Per capita real disposable income 


Errors of measurement in the exogenous variable of a model which includes 
& lagged dependent variable will typically bias ie coefficient in the 
exogenous variable (income in this case) downwards and the coefficients 
of the lagged dependent variable (consumption in the previous quarter) 
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upwards. These biases cause an apparent lengthening of the response 


of consumption to income. 


Since we were informed that the quarterly estimates of farm income 
are tenuous, and since the equations with non-farm disposable incame as 
the independent variable yielded more accurate predictions, we decided 


to base our dynamic response estimates on the latter equations. 


Okun has tested this assumption for the case of the recent United States 
tax cut. M. Okun "Measuring the Impact of the 1964 Tax Reduction", a 
paper presented to the American Statistical Association, Philadelphia, 


September 1965 (Mimeo). 


A. Ando and E.C. Brown, “Lags in Fiscal Policy", Commission on Money 
and Credit Stabilization Policies, Englewood Cliffs, N.J.: Prentice-Hall, 


1963, pp 6 L41-1he ® 


T.J. Courchene, “Inventories in the Canadian Manufacturing Sector, A 
Theoretical and Empirical Analysis by Stage of Fabrication", a paper 


presented to the Econometric Society, New York, December 1965 (Mimeo). 
Arthur M. Okun, op.cit. 


J. Duesenberry, O. Eckstein, and G. Fromm, "A Simulation of the 
United States Economy in Recession", Econometrica, Vol. 28, 1960, 

pp. 749-809. A comparison of Table I (p. 756) with Table IX (p. T70) 
reveals that 48 per cent of the ultimate response to a tax cut is 
achieved by the second quarter, and over 100 per cent by the end of 
a year. This latter result is no doubt due to the oscillatory 


behaviour of inventory investment. 
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APPENDIX E 


PROPOSAL FOR STANDBY AUTHORITY TO 
OPERATE STABILIZING FISCAL MEASURES 


Should Parliament decide that standby authority is necessary and should 


be given to the Governor in Council in order to reduce delays in applying 


discretionary economic stabilizers, a method of granting such authority and 


its use is set out in this appendix. 


ae 


The Governor in Council would be given the authority to raise or lower 
personal income tax rates up to 15 per cent across the board. This 
authority would be restricted to across-the-board percentage tax changes 
applicable to the federal portion of personal income taxes, and would 
be restricted to one change in either direction within a year. At 
current tax yields this would represent a change in tax burden of 

$300 million on an annual basis. While larger than any of the peace- 
time personal income tax changes enacted in the regular budget, even 
this might prove inadequate. If more far-reaching measures were re- 


quired the normal parliamentary processes should be used. 


The change would take effect on income tax withholding at the beginning 


of the month following the announcement. 


The exercise of discretionary tax power by Order in Council would be 


subject to approval by Parliament: 


a) within one month if Parliament is in session; or 
b) within three months if Parliament is not in session at the time 
of the Order in Council, or within one month of the opening of 


Parliament, whichever is earlier. 


If parliamentary approval is not forthcoming the tax change would be 


null and void, and tax deductions for the balance of the year would 


be changed accordingly. 
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Executive tax changes approved by Parliament would remain in effect 
until the next (regular or supplementary) budget is brought down, 
at which time they would be superseded by the tax rates announced 


in the budget. 
The exercise of discretionary power would be permitted only if: 


a) the seasonally adjusted unemployment rate had averaged 4.5 per 


cent or more over the past three months; or 


b) the consumer price index and the wholesale price index, both on 
a seasonally adjusted basis, had risen at annual average rates 


in excess of 3 per cent for the past six months; 1/ or 


c) the Minister tables a report in Parliament justifying the action 
for reasons of national emergency other than those related to 


prices and employment. 


As long as the price or unemployment conditions in (a) and (b) 
prevailed the Minister would be required to make a report to Parliament 
on the economic situation whether or not the executive tax authority 
was being exercised. If Parliament was in session this report should 


be tabled: 


a) when executive tax action if any is taken; or 

b) when a supplementary budget is introduced; or 

c) within one month of the publication of the figures indicating 
that the targets have not been met, whichever came first, and 


thenceforth a similar report should be tabled in each quarter. 


If Parliament was not in session, a report would be tabled within 
one week of the opening of Parliament, unless the opening of Parliament 
was within 4 weeks of the publication of the figures in which case 


the above requirements would be in effect. - 
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The following features of the proposal would prevent the arbitrary 


use of this power: 


a) The restriction to a percentage change in personal income tax 


rates. 


b) The requirement that there be parliamentary approval within a 


time period. 


c) The limitation of the power to a period during which the 
performance of the economy has been unsatisfactory in relation 


to price, output, and employment targets. 


ad) The requirement of a public report by the government. 


REFERENCE 


At present, seasonally adjusted price indices are not published. The 
government should undertake a study of the most appropriate seasonal 
adjustment procedures to be used. It would be particularly desirable 
to eliminate the effect on food prices of weather conditions. Also, 
the Dominion Bureau of Statistics would be required to report price 
indices and unemployment rates for a particular month before the end 


of the following month. 
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APPENDIX F 
TAX PROGRESSIVENESS AND PERSONAL SAVING 


From the 1959 consumer expenditure survey data, together with un- 
published data on mean income of families in each income class, it is 
possible to estimate the marginal propensity to save of the high and 


high-middle income groups. 


These estimates show that the marginal propensity to save (MPS) of 


the highest income group is 0.258. 


It is noteworthy that the typical cross-section estimate of the MPS 
for the lower and middle incom groups is about 0.20. This reflects the 
fact that there is an upward bias to the MPS estimated from cross-section 
data, resulting from transitory income and relative income effects. 
Consequently, the typical cross-section value of the MPS is well above 


the value usually obtained from time series studies. 


It follows that the estimate of 0.2538 given above is likely to over- 


state the MPS of the higher income groups. 


On the assumption that the MPS of taxpayers with income above $8,000 
is 0.26 and the MPS of all other taxpayers is 0.05 (which is slightly less 
than the overall average personal saving rate reported in the National 
. Accounts), we shall estimate the effect upon personal saving of a re- 
distribution of the personal income tax burden by abolishing progressive- 
ness in the tax rate schedule altogether, while leaving exemptions and 


deductions unchanged. The calculations are shown in Table F-1l. 
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TABLE F-1 


ESTIMATED CHANGE IN PERSONAL SAVING 
UNDER A PROPORTIONATE INCOME TAX 


Income Assessed 
Taxable Income 

Tax Payable 
Effective Tax Rate 
Tax Paid if Taxed at 


Average Effective Rate 
for All Taxpayers 


Change in Average 
After-Tax Income 


Change in Average 
Saving 


TAXATION YEAR 1961 
(millions of dollars) 


Taxpayers 
With Income 


Below $8,000 
$15,677 
7, 4k 
sae of be 


- 1580 


1, 361 


$-188 


eo 


Taxpayers All 

With Income Tax- 
Above $8 ,000 payers 
$3,925 $19,602 
Be i pe 10,423 
Tt 1,910 
02458 ~1832 
549 1,910 
$4188 nil 
$ +49 $440 


Source: Department of National Revenue, Taxation Statistics, 1963, 
Ottawa: Queen's Printer, 1963, Table 2. 
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APPENDIX G 


PROOF THAT A SHIFT FROM DIRECT TO INDIRECT TAXES 
IS EQUIVALENT TO A CHANGE IN THE INTEREST RATE 
For simplicity, consider an indirect tax that is shifted forward, and 


a direct tax that is not shifted. 


1. Under an indirect tax system, the real value of a savings dollar N 
years later is: 
(1 +r)" 


where r is the rate of interest. 


With an indirect tax shifted forward, the real value of the saving 


will be: 


Hl wns 
+ 
Sa a co ty 


where ty is the tax rate on consumption goods. 


Under a direct tax system, the money and real value of a savings 
dollar N years later is: 
(1 + r(1 - tp))% 


where tp is the direct tax rate. 


Now consider an individual deciding whether or not to save a given 


. 


amount of real income. 


A dollar of forgone consumption under the direct tax system is equi- 
valent to (1 + t;) dollars under the indirect tax system. Therefore 
the real value of a given amount of real saving at the end of N years 
is: 
| (1 +r)" 
under the indirect tax system; and 
(1 +r(1 - t,))% 


under the direct tax system. 


Hence, & change from indirect to direct taxes amounts to a decrease 


in the rate of interest. 
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The above analysis is based on the following assumptions: 
a) The tax changes are expected to be permanent. 
b) There is no money illusion. 


c) Saving is for the purpose of future consumption, or for wealth 


accumulation measured in terms of consumer goods. 


Given these assumptions, it is impossible to say a priori whether a 
change from a direct tax to an indirect tax (with the same incidence 
by income class, that is, abstracting from changes in progression) 
will increase or decrease saving. Since such a shift is equivalent 
to a rise in the rate of interest, the substitution effect will be 
in favour of saving. The income effect, however, may be either in 


favour of saving or in favour of consumption. 


The available empirical evidence does not indicate that there is 
much response, one way or the other, of personal saving to changes 
in interest rates. It would follow that a permanent change to in- 
direct taxes on consumption which are equivalent in magnitude to 
interest rate changes achieved in the past will be unlikely to have 


much effect on personal saving. 


A shift from a 20 per cent income tax to a sales tax on consumption 
goods that raised the same revenue would be equivalent to an increase 
in the rate of interest from 4 per cent to 5 per cent. This is well 


within the observed range of fluctuations in interest rates. 


It is worth noting that a change to a general sales tax levied on 
capital goods as well as consumer goods will likely have an adverse 
effect on investment and saving. duak @ general sales tax is equi- 
valent to a flat oe tax with no allowance for depreciation of 


capital goods. 
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6. It may be that more substantial changes in tax rates will encourage 
saving. For example, a shift from a progressive income tax to a 
progressive expenditure tax would involve very large changes in tax 
rates for individuals now in the high income bracket, tigi a6, such 


tax changes would be equivalent to very large interest rate changes. 


7. If increased deductions for retirement saving, or analogous changes, 
stimulate saving, it is more likely to be a result of these deductions 
encouraging individuals and organizations to set up pension plans to 
take advantage of the tax features, than to any direct effect of the 


change on the effective rate of interest earned. 


Professor Cagan's recent finding that saving through pension plans is 
complementary to, rather than substitutable for, other saving suggests 
there may be an important "threshold effect" for low or middle income 
savers fy Setting up a pension plan forces these individuals to 
consider the future. Such a lengthening of the time horizon of the 


individual will encourage him to save more. 


8. The following is an arithmetic example of an individual who saves 10 


per cent of his income under two alternative tax systems. 


Dis- Price Real 
posable of In- Value 
Money Direct Money Consumer direct Money of 
Income Tax Income . Goods Taxes Saving Saving 
Direct Tax of 
20 per cent 100 20 80 15,00 nil 8 8 
Equivalent In- 
direct Tax 100 nil 100 1,25 20 10 8 


The value in current prices of present saving 25 years hence at a 5 per cent 


money interest is given in the following example. 


Money Value Real Value 
Direct Tax . 8x (1.04)29 oe (1.04)25 
Equivalent 
Indirect Tax 10 x (1.05)? 8 x (1.05)29 
REFERENCE 


1/ P. Cagan, Effects of Pension Plans on Aggregate Saving, Occasional 
Paper No. 95, New York: National Bureau of Economic Research, 1965. 
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ABATEMENTS, provincial tax, 97-99, 110, 289-290, 292, 30l. 

ABILITY TO PAY, as basis for taxation, 10-13. 

APPEAIS, JUDICIAL, taxpayers' rights, 14-15. 

AREA DEVELOPMENT INCENTIVES, see TAX INCENTIVES, also DESIGNATED AREAS, 
AREA DEVELOPMENT INCENTIVES ACT, 135, 175. 

ATLANTIC DEVELOPMENT FUND, 115. 

ATLANTIC PROVINCES, regional unemployment rate, 29, 46, 279. 
AUSTRALIA, export incentives » 205. 


AUTOMATIC FISCAL POLICY, see also FISCAL POLICY and BUILT-IN STABILITY; 


definition, 286. 
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BALANCE OF PAYMENTS, see also INTERNATIONAL ECONOMIC RELATIONS, effect of 
deficit financing on, 69; maintaining equilibrium, 188; accounts, basic 
concepts, 189-192; and full employment and price stability, 192-199; 


and economic growth, 206-209. 
BANK ACT, 163. 
BANK OF CANADA, 75, 78, 102, 216. 
BENEFITS, of proprietors, partners and employees, 13. 
BONUS, federal, to provinces, 96. 
BRITISH COLUMBIA, regional unemployment rate, 29, 46, 279. 


BUDGET, see also FISCAL POLICY; comments on 1966 Budget, 61; development 
of longer term budgeting, 64; evaluation of 1953-1963 policies, 67-81; 


need for flexibility, 81-85, 108; balanced, 88-89, 108. 


BUILT-IN STABILITY, in the Canadian economy, 54-60; effect of provincial- 
municipal sector, 93-94; importance, 107; and tax leakages, multipliers 


and lags, 4305-323. 
BUSINESS LOSSES, present and proposed treatment, 155-156. 


BUSINESS PROFITS, see PROFITS. 


CANADA PENSION PIAN, 265-266, 274. 


CAPITAL COST ALLOWANCES, as stabilization tool, 60-61, 65; accelerated, for 
designated areas, 135-137, 175; accelerated, effect upon dividend pay- 
outs, 147, 178; use to increase corporate saving, 153-154, 179; effect 


of present system on allocation of saving, 161-163; recommendations, 165,181. 


2h 


CAPITAL EXPENDITURES, possible taxes on, 60,65, 106, 108; on scientific 


research, 137; investment credit for, 154. 


CAPITAL FORMATION, determinants, 142-165; the rate of investment, 142-19; 
the rate of saving, 149-154; the allocation of saving, 154-163; the re- 
tention of earnings by corporations and the capital market, 163-165; 
increasing the investment and savings rate at full employment, 165-168; 


recommendations, 177-181; financed by foreign direct investment, 193. 


CAPITAL GAINS, taxability, 10, 42-43; taxation of, effect on economic 
growth, 24-25; effect of tax exemption on allocation of saving, 159-160, 


180-181. 
CAPITAL LOSSES, present and proposed treatment, 155-156, 160. 
CAPITAL MARKET, effect on allocation of saving, 163-165. 
CASH TAX ALLOWANCES, 263, 272. 


CHILDREN, dependent, effect on tax liability, 11; dependent, effect of tax 


exemption on birth rate, 123. 
COLLECTION OF TAX, use of commissions, 14-15. 
_ COMMISSIONS, use to collect tax, 14-15. 
COMPANIES: ACTS, 219, 221, 243. 
COMPREHENSIVE TAX BASE, as a feature of equitable tax structure, 19, 42. 
CONCESSIONS, tax, QBS Of, 12, 25, 19; 135-150, 
CONCLUSIONS AND RECOMMENDATIONS, see RECOMMENDATIONS. 
CONSUMER PRICE — 26, 29, 32, WG, 49, 55, 15, 05, 215-271, Jed. 


CORPORATE INCOME TAX, inequities, 11, 13; as economic stabilizer, 54-61, 


107; effect upon gross business saving, 144-148, 153-154, 179-180; 


INDEX 


338 


shifting, 144-146, 177-178; relative reliance on, 202; comparative 
marginal rates, 202-203, 231; regressiveness, 245; shareholder credits 
for, 269, 273; revenue at full-employment, method of calculation, 283; 


effect of changes on revenues, 294, 
CORPORATIONS AND LABOUR UNIONS RETURNS ACT, 233. 


CREDITS, against personal income tax liabilities, 32-33, 46-47, 147-148, 


268-270, 273. 


CUSTOM DUTIES, revenue at full-employment, method of calculation, 284-285; 


effects of changes on revenues, 29k. 


DEFENCE DEVELOPMENT ASSISTANCE PROGRAM, 137. 
DEFENCE INDUSTRIAL RESEARCH PROGRAM, 137. 
DEFENCE RESEARCH BOARD, 137. 


DEGREE OF CANADIAN OWNERSHIP, see also FOREIGN INVESTMENT; establishment of 


concept, 215; incentives, 219-221. 
DEPARTMENT OF INDUSTRY, 137-138, 140. 


DEPARTMENT OF NATIONAL REVENUE, treatment of Tax Appeal Board judgments, 15; 


sales tax discounts for domestic producers, 204, 
DEPLETION ALLOWANCES, oil and mining industries, 132. 
DEPOSITS, by provinces, with federal government, 96. 
DEPRECIATION, see CAPITAL COST ALLOWANCES, 

DEPRESSED AREAS, see DESIGNATED AREAS, 


DESIGNATED AREAS, tax incentives, 135-137, 175. 
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DEVAWATION, effect on GNP and gross domestic product, 50; adoption of fixed 
exchange rate, 77-78; effect on balance-of-payments deficit, 166; caused 
by changes in exchange reserves, 194; crisis of 1962, 194; as possible 


effect of U.S. guidelines, 198. 
DEVELOPMENT, see RESEARCH AND DEVELOPMENT. 
DISCRETIONARY FISCAL POLICY, see also FISCAL POLICY, definition, 286. 


DIVIDENDS, effect of changes in corporate income on, 55; effect of corporate 


income taxes, 146-148; proposed tax status, 164. 


DOMINION BUREAU OF STATISTICS, 108, 427. 


ECONOMIC COUNCIL OF CANADA, 28, 31, 49, 51, 171, 183-185, 201. 


ECONOMIC GROWTH, need for dynamic central government, 16; concept of, 34-37, 
47, 117; conflict with full employment, 37-41, 47; conflict with price 
stability, 41-42, 47-48; conflict with equity, 42-45, 48; fiscal policy 


for growth, 117-186; relative importance of factors determining, 119-122; 


determinants, labour supply, 122-128, see also LABOUR SUPPLY; determinants, 
technical change, 129-142, see also TECHNICAL CHANGE; determinants, capital 
formation, 142-165, see also CAPITAL FORMATION; future prospects, 168-173; 


recommendations, 174-192; and the balance of payments, 206-209. 


ECONOMIC STABILITY, general, 53-115; existing federal tax weapons, 54-67; 


evaluation of 1953-63 federal policy, 67-85, 291-299; "inside lags" 

and “outside lags", 82; “formula flexibility", 84-84; problems posed by 
persistent surpluses or deficits, 85-89; offsets to revenue drag, 89-91; 
federal-provincial eis’ 91-105; recommendations, 106-111; standby 


authority, 325-327. 
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EDUCATION, the inadequacy of user charges, 6; cost, effect on tax liability,11; 
effect on labour quality, 142; tax encouragement to be given, 177; incidence 


of expenditures on, 254-255. 
ELASTICITY, defined, 112; estimates, 281-304. 
EMIGRATION, postwar level, 39; effect of full employment and taxes, 12h. 
EMPLOYMENT, full, see FULL EMPLOYMENT. 
EMPLOYMENT INCOME, deductibility of costs incurred, 12. 
ENFORCEMENT, 14, 


EQUITY, as primary objective of tax system, 10-13, 17-19; conflict with 
economic growth, 42-45, 48; of present tax system, 260-262; recommendations, 


266-273. 
ESTATE TAX, on widows and widowers, le. 
EUROPEAN COMMON MARKET, 236. 
EUROPEAN ECONOMIC COMMUNITY COMMISSION, 206. 
EUROPEAN ECONOMIC COMMUNITY TREATY, 205. 
EUROPEAN FREE TRADE ASSOCIATION CONVENTION, 205. 


EXCHANGE RATE, fixed, 77-78, 188, 191-192, 229-230; flexible, 191; stabilizing 


role of foreign sector, 193; effects on balance of payments, 194-196. 
EXCHANGE RESERVE CEILING, effect on monetary and fiscal policy, 196, 2%0. 
EXCHEQUER COURT, new trials before, 15. 

EXCISE TAX ACT, complexity of administration, effect on imports, 20h, 


EXCISE TAXES, special temporary, use of to combat inflation, 65-66, 112. 
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EXCISE TAXES AND EXCISE DUTIES, regressiveness, 245. 


EXPORTS, effect on balance of payments, 189-192; use of incentives, 204-206; 


effect on GNP, 314, 


FAMILIES, as taxable units, 10-11, 19, 42; fiscal incidence, 241-260, 
270-271. 


FAMILY ALLOWANCES, as non-discretionary federal expenditures, 114; effect 


on birth rate, 123; financing of, 264. 
FARMERS, treatment under Income Tax Act, 132. 


FEDERAL-PROVINCIAL RELATIONS, strengthening of, 15-16, 19; fiscal policy in 
a federal state, 91-105; the growing provincial-municipal sector and 
built-in stability, 93-94; stabilizing provincial tax revenues, 94-95; 
stabilization of provincial expenditures, 95-96; maintaining the federal 
share of personal income tax revenues, 96-99; conflict, 99-102, role of 
the provinces in stabilization, 102-103; co-operation, 103-105; recom- 


mendations, 109-111. 
FINANCIAL STATEMENTS, publication of, 221. 


FISCAL INCIDENCE, general, 239-274; present, 240-262, 270-272; of taxes, 
243-248; of public expenditures, 248-257; of the public sector, 255-259; 
transfer payments, 262-266; reducing regressiveness of the present tax 


system, 266-270; recommendations, 270-273. 


FISCAL POLICY, for stability, see ECONOMIC STABILITY; for growth, see 
ECONOMIC GROWTH; for the redistribution of income, see FISCAL INCIDENCE; 


defined, 24; and full-employment surplus and revenue drag, 281-304, 


FOREIGN EXCHANGE MARKET, function, 191. 
INDEX 
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FOREIGN INVESTMENT, see also INTERNATIONAL ECONOMIC RELATIONS; effect of 
policies which stimlate, 50; effects of, 187; comments on terms of 
reference, 189; as stabilizing influence on current account balance, 193; 
effect on economic growth, 209; general discussion of, 210-227; net 
economic benefit from, 211; changes in form, 212-213; determinants, 
213-217; foreign confidence, 217-218; foreign retaliation, 218-219; 
Canadian share offerings by non-resident-controlled corporations, 219-221; 
criticisms of foreign-controlled corporations, 222-227; effects of pro- 


posed tax system, 227-229; conclusions and recommendations, 232-234. 
FOREIGN OWNERSHIP, see FOREIGN INVESTMENT, 


FOREIGN TRADE, see also INTERNATIONAL ECONOMIC RELATIONS, stabilizing 


influence on Canadian economy, 192-244, 


FORMULA FIEXIBILITY, use as economic stabilizer, 83-84; as automatic fiscal 


policy, 286. 
FRANCE, export incentives, 205. 


FULL EMPIOYMENT, surplus at, see FULL-EMPIOYMENT SURPIUS; need for dynamic 
central government with adequate fiscal power, 16; conflict with price 
stability, 25-34; defined, 29, 53; conflict with economic growth, 37-41, 
47; and international trade, 192-199; estimating government expenditures 


and revenues at, 281-286. 


FULL-EMPIOYMENT SURPUUS, general, 69-81; defined, 70-71; comparison with 
actual surplus, 1953-63, 72, 287; impact of discretionary fiscal policy, 
73; estimates in federal budgets, 109; and revenue drag, and fiscal 
policy, 281-304; method of estimation, 281-286; use in analyzing fiscal 


policy, 291-299. 


, 


GENERAL AGREEMENT ON TARIFFS AND TRADE, 204-205. 
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GIFTS, taxability, 10, 42, 


GOVERNMENT EXPENDITURES, see also FISCAL POLICY and TRANSFER PAYMENTS; 
financing of, 2-7, 18; as economic stabilizers, 54-60, 63-64, 89-91, 314; 
trend, 91; provincial and municipal, 92-105, 109-110; effect on allocation 
of resources, 239; incidence of, 248-262, 270; table of, 249; effect on 


revenue drag, 289-290; policy, 1953-63, 292. 
GOVERNOR IN COUNCIL, standby authority, 4325. 
GREAT DEPRESSION, effect on economic growth, 121, 143. 


GROSS BUSINESS SAVING, see also SAVING and CAPITAL FORMATION; effect upon 
fixed investment, 142; effects of tax change proposals, 148; stimmlation 


to increase investment under full-employment conditions, 167-168. 
GROSS DOMESTIC PRODUCT, contrasted with GNP, 35-36. 


GROSS NATIONAL PRODUCT (GNP) » see also POTENTIAL GROSS NATIONAL PRODUCT; 
as a measure of actual growth, 34, 117; contrasted with gross domestic 
product, 35-36; effect on tax-expenditure system, 55; effect on corporate 
retained earnings, 55; effect on tax cuts and government expenditures, 57; 
estimated proportion of change absorbed by tax~expenditure systen, 58; 
balance of payments current account as comporent of, 190; proportion 


absorbed by tax and transfer payment changes, 305. 


GROWTH, economic, see ECONOMIC GROWTH, 


HOSPITAL INSURANCE TAXES, regressiveness, 248, 
HOUSE OF COMMONS, debates on fiscal policy, 108. 


HUSBAND, see HUSBAND AND WIFE, 
INDEX 
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HUSBAND AND WIFE, working wives, see WORKING WIVES; present tax inequities, 12. 


IMMIGRATION, as unemployment safety valve, 30; postwar level, 39; effect of 


full employment and taxes, 123. 


IMPORTS, effect on inflation, 26; effect on economic stability, 55; effect on™ 
balance of payments, 189-192; effect of sales taxes, 204-204; per cent of 


GNP, 303. 
INCENTIVES, tax, see TAX INCENTIVES. 


INCIDENCE, of tax, see TAX INCIDENCE; of the fiscal system, see FISCAL 


INCIDENCE, 


INCOME TAX ACT, treatment of farmers, 132; designated areas, 135; research 


and development, 137-141. 


INDIRECT TAXES, proportion of change in GNP absorbed by, 57-58; provincial 
and municipal reliance upon, 93; revenue at full employment, method of 


calculation, 283-284; effect of shift to, 331-333. 
INDUSTRIAL RESEARCH ASSISTANCE PROGRAM, 137. 


INFIATION, effect on economy, 9; relationship to unemployment, 25-34, 45-47, 
275-2TT; defined, 26-28; cost-push, 27; structural, 27; recommendations, 
27-28, 32-34, 45-47; effect of built-in stabilizers, 59; effects of changes 
in sales and excise taxes, 60; locus, 64; possible use of levies on capital 
expenditures, 65-66; effect of balanced budgets, 86; fear of, effect on 


policy decisions, 106; recommendations, 107-111; export of, 193. 
INFORMATION FOR TAXPAYERS, 14, 


INTEREST RATES, effect on investment, 148-149; differential between Canadian 


and United States rates, 193-199; effect on capital inflow, 21%. 
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INTERNATIONAL ECONOMIC RELATIONS, see also FOREIGN INVESTMENT ; general, 
187-237; basic concepts, 189-192; full employment, price stability, and 
the balance of payments, 192-199; taxation and Canada's international 
competitive position, 199-206; economic growth and the balance of payments, 
206-209; foreign investment, 210-227; effects of the Sioned tax system, 


227-229; recoumendations, 229-234, 
INTERNATIONAL MONETARY FUND, 188, 190, 241. 
INVENTORIES, response to changes in consumption, 310. 


INVESTMENT CREDITS, use to increase corporate saving, 153-154, 165, 167-168, 


179. 
INVESTMENT, FOREIGN, see FOREIGN INVESTMENT, 
INVESTMENT RESERVE, Swedish, possible use as economic stabilizer, 65-66. 
INVESTMENT TAX ON — use of, 65-66. 


INVISIBLES, effect on balance of payments, 192-193. 


JAPAN, export incentives, 205. 


KOREAN WAR, effect on prices, 275. 


L 


LABOUR SUPPLY, as a factor in economic growth, 117-128, 173-174; demo- 
graphic factors, 123-125; willingness of population to work, 125, 
128. 


INDEX 


LEGISLATION, tax, debate in legislature, 13. 
LIBERTIES, individual, 13-15, 19. 
LIFE INSURANCE COMPANIES, tax concessions, 13. 


LOSSES, see BUSINESS LOSSES and CAPITAL LOSSES, 


M 

MANAGEMENT FEES, tax on, 216. 

MEDICAL EXPENSES, effect on tax liability, ll. 

MIGRATION, effect on labour supply, 123-125. 

MINING, tax concessions, 13, 132-136. 

MINISTER OF FINANCE, proposals re scientific research incentives, 138. 
MINISTER OF INDUSTRY, power to subsidize firms in designated areas, 155. 
MINISTER OF NATIONAL REVENUE, ministerial discretion, 15. 

MINISTERIAL DISCRETION, use of advance rulings, 15. 


MONETARY POLICY, creation of money as alternative to taxation, 2-3; as 
economic policy instrument, 8, 24; effect on investment, 148-149, 165-166; 
with respect to foreign exchange reserves, 188; effect on foreign port- 


folio investment in Canada, 193. 


MULTIPLIER PROCESS, in Canadian economy, 54-60; and built-in stability, tax 


leakages and lags, 305-323. 
MUNICIPAL LOAN FUND, 115. 


MUNICIPALITIES, ramifications of federal actions, 15-16; trend of expenditures, 
92; effect on federal economic stability policies, 92-105, 109-110; fiscal 


incidence of municipal taxes, 22-260. 
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NATIONAL RESEARCH COUNCIL, 137-138, 140, 176. 
NEGATIVE INCOME TAXES, 272. 


NON-RESIDENTS, effect of reducing Canadian corporate taxes, 61. 


OBJECTIVES OF THE TAX SYSTEM, general, 1-51; alternative methods of ac- 
complishing, 2-7; statement of objectives, 7-16; maximizing the growth 
of output, 8-9; equitable distribution of output, 10-13; protection of 
the liberties and rights of the individual, 13-15; strengthening of 
federal-provincial relations, 15-16; priority of objectives, 17-18; 
recommendations, 18-19, 45-48; conflict among objectives, 20-51; policy 
errors in resolving conflicts, 21-25; conflict between full employment 
and price stability, 25-34; the concept of economic growth, 34-37; con- 
flict between economic growth and full employment, 37-41; conflict 
between growth and price stability, 41-2; conflict between economic 


growth and equity, 42-45, 
OIL INDUSTRY, tax concessions, 132-135. 
OKUN'S IAW, 115. 


OLD AGE SECURITY, as non-discretionary federal expenditure, 114; financing 


of pensions, 264; effect of tax changes on revenues, 294. 
ONTARIO, regional unemployment rate, 29, 279. 


ORGANIZATION FOR ECONOMIC CO-OPERATION AND DEVELOPMENT, 205. 


PARLIAMENT, debating economic policy, 84; granting of standby authority, 325. 


INDEX 


PENSION PLANS, deduction of contributions, 151. 


PERSONAL INCOME TAX, as economic stabilizer, 54-67, 107; effect of changes 
on federal surplus, 56, 314; proportion of change in GNP absorbed by, 
57-58; effect of changes on consumer spending, 82; response of tax 
collections to changes in rates and allowances, 85; maintenance of federal 
share, 96-99, 110-111; effect on migration, 123-124; effect on corporate 
dividends, 147; proposals to reduce progressiveness, 150-178; progressive- 
ness, 245; increasing eee importance of, 266-267, 272; increasing 
the effective progressiveness of, 267-268, 272; credits against for other 
taxes, 268, 273; revenue at full-employment, method of calculation, 


282-283; effect of changes on revenues, 1953-63, 294. 


POTENTIAL GROSS NATIONAL PRODUCT, defined, 34; gap between actual and 
potential GNP, 36-38, 51; effect of growth of labour force, 39; as 


measure of economic growth, 47, 117; derivation of measure of, 51. 
PRAIRIE PROVINCES, regional unemployment rate, 29, 279. 


PRICE STABILITY, need for dynamic central government, 16; conflict with 
full employment, 25-34, 45; conflict with economic growth, 41-42, 47; 


defined, 53; and international trade, 192-199. 


PRICES, stability of, see PRICE STABILITY; general level, relationship to 
unemployment, 25-34; effect of price levels on aged, handicapped, 
indigent, 32; adjustments for rising prices, 32-34; stock, 50; percent- 
age changes in consumer price index, 75; effect of taxes and effect on 


international competitive position, 200. 
PRIVY COUNCIL OFFICE, 139. 


PROFITS, taxability, 10, 42; corporate, pressure to allocate to share- 


holders, 164-165. 
PROGRAM FOR THE ADVANCEMENT OF INDUSTRIAL TECHNOLOGY, 137-138, 140, 176. 


PROPERTY TAX, regressiveness, 245; credits for, 269, 273. 
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PROVINCES, see also FEDERAL-PROVINCIAL RELATIONS; ramifications of federal 
actions, 15-16; trend of expenditures, 92; effect on federal economic 
stability policies, 92-105; increasing trend to direct taxes, 93; 
stabilization of tax revenues, 94-95; stabilization of expenditures, 
95-96; share of personal income taxes, 96-99; role in discretionary 
stabilization policies, 102-105; recommendations for economic stability, 


109-111; fiscal incidence of provincial taxes, 242-260. 
PROVINCIAL TAX ABATEMENTS, see ABATEMENTS, 
PUBLIC EXPENDITURES, see GOVERNMENT EXPENDITURES. 


PUBLIC HEALTH AND SANITATION, incidence of expenditures on, 254, 


QUEBEC, regional unemployment rate, 29, 46, 279. 


RATES OF TAX, progressive rates recommended, 10, 19, 42, 272; effect on 
labour supply, 128; abolishment of dual corporate tax rate, 158-159, 180; 
by tax source and family income, 2hT; effects of changes on revenues, 


by calendar years, 294; standby authority to change, 325. 


RECOMMENDATIONS, objectives of the tax system, 18-19, 45-48; fiscal policy 
for economic stability, 106-111; fiscal policy for economic growth, 173-182; 
international economic relations, 229-234; redistribution of income, 


270-273. 
REGISTERED RETIREMENT SAVINGS PIANS, deduction of contributions, 151. 
REHABILITATION, use to resolve structural unemployment problems, 31. 


RELOCATION, use to resolve structural unemployment problems, 31. 
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RESEARCH, see RESEARCH AND DEVELOPMENT, 


RESEARCH AND DEVELOPMENT, federal expenditure programmes, 137; tax incentives, 
137-138; as determinants of technical change, 137-141; recommendations, 


140-141, 176. 


RETAINED EARNINGS, corporate, effect of corporate income swings, 55; corporate, 


effect on allocation of saving, 163-165; recommendations, 181. 


REVENUE DRAG, defined, 59, 289; effect on full-employment surplus, 71, 73; 
recommendations, 106-107; and full-employment surplus,and fiscal policy, 
281-304; effect on fiscal policy, 286-291; estimates for post-Korean War 


period, 292; offsetting policies, 300-32. 
RISKY VENTURES, incentives for, 155-158. 
ROYAL COMMISSION ON BANKING AND FINANCE, 49-70, 148-149, 163, 188, 199. 


RULINGS, advance, use of, 15. 


SALARIES, see SALARTES AND WAGES, 
SALARIES AND WAGES, taxability, 10, 42. 


SALES TAX, inequitable, 11; effect of changes on economic stability, 60, 107; 
exemption of services, effect on resource allocation, 132-134; proposals 
to increase burden, 150, 178; effect on Canadian international competitive 
position, 2034-204, 231; regressiveness, 245; refundable credits against 
personal income tax liabilities, 269, 273; effect of changes on revenues, 
29k. 


SAVING, see also GROSS BUSINESS SAVING and CAPITAL FORMATION; the rate of, 
149-154, 178-180; the allocation of, 154-163, 180; corporate, 163-165; 


increasing the rate at full employment, 165-168. 
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SCIENTIFIC RESEARCH, see RESEARCH AND DEVELOPMENT. 


SECRETARIAT, within Privy Council Office, to co-ordinate federal research 


programmes, 139. 
SERVICES, effect of sales tax exemption on resources allocation, 132-134, 
SOCIAL WELFARE, incidence of expenditures on, 254. 
STANDBY AUTHORITY, to operate stabilizing fiscal measures, 5256 
STATISTICS, economic, need for improvement, 83. 


SUBSIDIES, use of, 11; for designated areas, 135-136, 175; export, 204-206. 


TARIFF POLICY, 187-188. 
TAX APPEAL BOARD, prestige of, 15. 


TAX INCENTIVES, effects on resource allocation, 132-135; for risky 


ventures, 156-157; exports, 204-206. 


TAX INCIDENCE, analysis, 243-248; table of tax payments by source, 2k; 


effective tax rates by tax source and family income, 2k7. 
TAX STRUCTURE COMMITTEE, 105. 


TECHNICAL CHANGE, defined, 129; determinants, 129-142; structural, effect 
of industrial and regional mix, 129-137; effect of research and develop- 
ment, 137-141; effect of improved quality of productive factors, 141-142; 


growth determinants, conclusions, 174-176. 
TEMPORARY REFUNDABLE TAX ON CASH FIOW, use to stabilize investment, 61. 


TRANSFER PAYMENTS, use to maintain and improve economic position of aged, 


handicapped and indigent, 32-33; periodic review recommended, 46; 
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as economic stabilizer, 53-115; use in eliminating revenue drag, 89; 
effect on allocation of resources, 239; review of present system, 
262-266, 270; methods of financing, 263-266; to provinces, effect on 


revenue drag, 289-290, Wl. 


UNEMPLOYMENT, effect on economic growth, 9, 35, 37-39, 173; relationship 
to general price level, 25-34, 45-47, 275-277; target rates and recom- 
mendations, 29-32, 49, 53; use of stabilization policies in specific 
regions, 66-67; effect on past revenues, 70-81; effect of balanced 
budgets, 86; recommendations, 106-109; effect on emigration, 124; 
export of, 193; regional structure, 279; implications of target rate, 


289; as basis for exercising standby authority, 325. 
UNEMPLOYMENT INSURANCE, as economic stabilizer, 54-55, 58, 112. 
UNITED KINGDOM, use of commissions, 14-15. 


UNITED STATES, use of commissions, 14; unemployment studies, 40; response 

of production to changes in sales, 62, 309; effect of tax rates on 
GNP, 63; "“Okun's Law", 115; as destination for Canadian emigrants, 12h; 
participation of females in labour force, 126; effect of taxes on 
labour effort, 128; effect of technical change on economic growth, 129; 
research and development expenditures, 139; improvements in labour 
quality through formal education, 142; corporate tax rates, L44-145, 
202-203; dividend behaviour, 146; functioning of capital market, 163-164; 
uvestusnt tax credits, 167; pension fund growth, effect on personal 
saving, 185; cyclical economic fluctuations, 192; interest rates, 193; 

balance of payments problem, 194; interest equalization tax, effect on 
Canadian economy, 196-199; foreign investment guidelines, 197-199,222-227; 


investments in Canada, 212-214; tax treatment of foreign investment, 219; 


593 


knowledge of company activities, 221; policy conflicts with Canada , 2223 
ability to exert economic pressure on Canada, 224-226; possible adoption 


of tax system, 228-229. 


USER CHARGES, as alternatives to taxes, 5-7, 18. 


WAGES, see SALARIES AND WAGES, 

WHOLESALE PRICE INDEX, 49, 53, 83, 326. 
WIDOW, estate tax effect, le. 

WIDOWER, estate tax effect, 12. 

WIFE, see HUSBAND AND WIFE, 

WITHHOLDING TAXES, tax rate changes, 215-216. 


WORKING WIVES, tax incentives, 127. 
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